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ADMINISTRATION’S FISCAL YEAR 1983 BUDGET
PROPOSAL

FRIDAY, MARCH 19, 1982

U.S. SENATE,
SENATE FINANCE COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 9:06 a.m., in room
2221, Dirksen Senate Office Building, Hon. Robert Dole (chairman)
presiding.

Present: Senators Dole, Chafee, Symms, Grassley, and Baucus.

Senator SymMms. We resume our hearings on the administration’s
proposal to raise taxes. And we'll look forward to hearing from the
witnesses here today. I see that we have several very distinguished
witnesses that will be here. And our first panel is Mr. Paul Huard,
Dr. Charls Walker, Mr. Theodore Brophy, and Mr. Richard Lesher.
So, gentlemen, could you please come forward, We will be happy to
hear from you. I have not had the opportunity yet to read your
statements, but from what I've been told about what is in your
statements, I think that you will find a great sympathy from the
Chair this morning on what you have to say.

We will ask unanimous consent that all witnesses’ printed state-
ments will be made part of our record today. And then if those of
you wish to speak extemporaneously or if you prefer to give your
statement, please do so. We are trying to operate under a 5-minute
rule and then have some time for some questions. So if you can try
to summarize your statements throughout the momini, we would
appreciate it. And this is, incidently, our last day of hearings on
the administration’s proposal. I indicated to Chairman Dole yester-
day that I think it is wonderful that we are having the hearings. I
just hope we don’t have the markup.

Mr. Huard, would you please go right ahead?

STATEMENT OF PAUL HUARD, VICE PRESIDENT OF TAX AND
FISCAL POLICY, NATIONAL ASSOCIATION OF MANUFACTUR-
ERS, WASHINGTON, D.C.

Mr. Huarp. Thank you, Senator. My name is Paul Huard. I'm
vice president of taxation and fiscal policy, Department of the Na-
tional Association of Manufacturers. NAM represents nearly 12,000
member firms who account for nearly 80 percent of the Nation's
industrial output and 85 percent of the Nation's industrial
workforce. I am pleased to be here.to present the association’s
views on the administration’s tax proposals.

(§))
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At the outset, we would like to say that NAM strongly supports
the President’s program for economic recovery. This four-point pro-
gram announced last year calls for substantial reductions in the

owth of Federal spending, major cuts in the taxation of both

usiness and individual, moderation and stability in the growth of
the money supplIv, and regulatory reform to alleviate excessive
Government regulation.

We believe this program, if consistently pursued, will provide the
climate we need for meaningful improvements in productivity and
sustained economic growth. NAM continues to support all four
points of this program as a package. We therefore oppose any sub-
stantial retrenchment in the tax-reduction component of that pro-
gram, particularly when that retrenchment would impact so dis-
proportionately on the business sector.

Business liquidity has been depressed by both the decrease in
sales resulting from the current recession and the heavy depend-
ence on short-term borrowing at high interest rates to meet work-
ing capital requirements. This, in turn, has compounded a longer
term trend toward decreased capital formation that was in evi-
dence throughout the late 1970’s.

Moreover, while the recovery from the current recession can be
expected to begin in the next several months, there is a good
chance that it will be somewhat weaker than the average postwar
recovery, particularly with regard to durable goods and capital in-
tensive industries.

Given the foregoing, NAM believes it is essential to retain the
business cuts enacted in the Economic Recovery Tax Act of 1981.
Such retention will increase business cash flow, with the resultin
improvement in liquidity leading to greater reliance on retaine
earnings as a source of working capital. The corresponding de-
crease 1n reliance on short-term borrowing will improve debt-equity
ratios and ultimately will yield higher capital spending rates.

On the other hand, raising business taxes at this time would
entail a serious risk, in our view, of throwing the economy into
deeper recession. Tax increases would further reduce business cash
flow, forcing companies to increase their reliance on short-term
debt at a time when they are already highly leveraged and suffer-
ing the effects of high interest rates. If the problem of business illi-
quidity is so compounded, existing productive capacity will contin-
ue to be underutilized, and there will be less new capital invest-
ment. Accordingly, the current recession might be prolonged even
further, and when it comes, the recovery might be even more slug-
gish than anticipated.

In short, a major purpose of the Economic Recovery Tax Act—
the stimulation of a healthy, prolonged economic recovery—might
well be aborted.

Given this backdrop, we are frankly distressed at the apparent
haste with which some seem to be w1llinf, in effect, to dismantle
the business tax cuts that were so recently enacted. Indeed, there
seems to be altosgether too little public awareness of the fact that,
under the first 5 years of the Economic Recovery Tax Act, only 20
percent of the tax cuts are directed to the business sector. The re-
mainin% 80 percent—some $600 billion—goes to individual taxpay-
ers. In light of the business sector’s share of the tax cut, we are
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greatly concerned over the amount of money the administration
would withdraw from the business sector, from business cash flow,
through its proposed tax changes.

These figures are particularly disturbing when viewed -over the
next 2 fiscal years, when a healthy recovery from the current re-
cession is crucial. Over fiscal years 1983 and 1984, the administra-
tion’s tax proposals would amount to 56 percent of the total benefit
to be received by the business sector under ERTA over that period.
If noncorporate taxpayers—for instance, sole proprietors—are fac-
tored out, the fiscal 1983-84 increase in corporate taxation under
the administration’s tax proposals equhls about 75 percent of the
corporate tax cuts to be received over that period under the Eco-
nomic Recovery Tax Act.

Under the circumstances, we cannot help but view these propos-
als as being adverse to both the specific goal of capital formation
and the general goal of economic recovery.

Our testimony goes into some length, but in view of the time re-
quirements this morning I will not go into specific comments on
things like the minimum tax and the various other proposals
where our positions are outlined.

I will try and summarize our conclusion by saying that the his-
torical tax legislation passed in 1981 was a long overdue step
toward reducing the bias in our tax system against savings and in-
vestment. NAM, therefore, opposes any general tax increase on
either business or individuals at this time. As to the specific so-
called tax revisions, we oppose any such proposals which would
substantially impair business liquidity and capital formation. In
this category we would include proposals to expand the minimum
tax, eliminate the completed contract method of accounting, speed
uplestimated corporate payments, and restrict or repeal the leasing
rules.

Further cuts in Federal spending, not increases, are, together
with moderation in the growth of the money supply, the key to re-
ducing budget deficits, lowering interest rates, and achieving a
healthy economic recovery. In this regard, we believe that no part
of the Federal budget, including defense, social security, and enti-
tlement programs should be exempted from the budget cutting
process.

Thank you. :

Senator SymmMs. Thank you very much for your statement.

[The prepared statement follows:]
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OF
PAUL R. HUARD
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My name 1s Paul R. Huard., I am Vice President of the
Taxation and Fiscal Policy Department of the National Association,
of Manufacturers. NAM represents nearly 12,000 member firms who
account for nearly 80% of the nation's industrial output and 85%
of the nation's 1ndustrial workforce. I am plea;ed to be here to
present the Association's views on the Administration's tax
proposals.

Our comments regarding the need for tax increases in order
to reduce federal deficits are summarized below:

SUMMARY

o NAM opposes any general tax increase on either

business or individuals at this time. The tax
camponent of the President's Program for Econamic
Recovery 1s premised upon substantial reductions in
the burden of taxation and must be given time to

work.
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® Further cut's in federal spendingy - not tax 1ncreases -
are, together with moderation in the growth of the
money supply, the key to reducing budget deficats,
lowering ;ntereat rates and achievingy a healthy
econamnic recovery. No part of the federal budget -
including defense, Social Security and entitlement
programs - should be exempted from the budget cutting
process. - '

® Tax increases on business should be approached, if at
all, only with great caution. The historic tax
legislation passed 1n 1981 was a long overdue step
towards reducxng the bias 1n our tax system against
savings and investment. NAM therefore opposes any tax
revisions which would substantially impair business
liquidity and capital formation. 'In this category we
would include proposals to expand the corporate
minimum tax, eliminate the camwpleted contract method
of accounting and repeal or restrict the "safe harbor"
leasiny rulea.

SUPPORT OF PRESIDENT'S PROGRAM

NAM strongly supports the President's Projgram for Econamic
Recovery. This four-point program, as announced last year, calls
for:

- substantial reductions in the growth of federal

spending
- major cuts 1n the taxation of both business and

individuals
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~ moderation and stabality in the growth of the money
supply A
- regulatory tekonn to alleviate excessive jovermment
regulation
We believe this program, 1f consistently pursued, will
provide the climate we need for meaningful improvements in
productivaty and sustained economic growth. NAM continues to

support all four points of this program as a packagye. We

therefore oppose any substantial retreachment in the tax
reduction component of that program, particularly when that
retrenchment would impact so disproportionately on the business
sector.

- BUSINESS TAX CUTS SHOULD NOT BE CURTAILED

Overall, we continue to believe that the Administration's
Program for Economic Recovery offers excellent prospects fof
generating higher rates of both capital investment and
productivity growth throughout the mid-1980s and beyond. These
prospects will be substantially diminished 1f the Congress enacts
major increases in business taxes. Moreover, the current state
of the econamy, which 18 now in a fairly serious recession,
further underscores the need fcr retaining the business tax cuts
enacted last year. In this regard, there are a number of factors
to be considered.

Business liquidity has been depressed by both the decrease
1n sales resulting from the current recession and the heavy

dependence on short term borrowing at high interest rates to meet



working capital requirements. This in turn has campounded a
longér term trend toward decreased capital formation that was in
evidence thro.ughout the late 1970s.

Moreover, while the recovery from the current recession can
be expected to begin 1in the next several months, there i1s a jood
chance that it will be somewhat weaker than the average postwar
recovery, particularly with regard to durable joods and capital
‘intensive industries.

Given the foregoing, NAM believes it essential to retain the
business tax cuts enacted in the Economic Recovery Tax Act of
1981 (ERTA). Su?h retention will increagse business cash flow,
with the resulting improvement in liquidity leading.to gjreater
reliance on retained earnings as a source of working capital.

The corresponding daecrease in reliance on short term borrowing
will improve debt-eyuity ratios and ultimately will yield higher
capital spending rates. '

On the other hand, raising business taxes at this time would
entail a serious risk of throwing the econamy into deeper .
recession. Tax increases would further reduce business cash
flow, forcing companies to increase their reliance on short term
debt at a time when they are already highly'leveraged and
suffering the effects of high interest rates. If the problem of
business illiquidity is so campounded, existing productive
capacity will continue to be underutilized and there will be less
new capital iavestment. Accordingly, the current recession might
be prolonged even further and, when it comes, the recovery might

aven be more sluggish than anticipated. In short, a major



purpose of ERTA ~ the stamulation of a healthy, prolonged
economic recovery - might well be aborted.

Given this backdrop, we are frankly distressed at the
apparent haste with which some seem to be willing, in effect, to
dismantle the business tax cuts that were so recently enacted.
Indeed, there seems to be altogether too little public awareness
of the fact that, under the first five years of ERTA, only 20% of
the tax cuts are directed to the business sector. The remaining
80% ~ some $600 billion - goes to individual taxpayers. In light
of the business sector's share of the tax cut, we are gjreatly
concerned over the amount of money the Administration would
withdraw from business cash flow through aits proposed tax
changes.

The figures are particularly disturbing when viewed over the
next two fiscal years, when a healthy recovery from the current
recession is crucial. Over FY83~84, the Administration's tax
increases would amount to 568 of the total benefit to be received
by business under ERTA over the same period. If noncorporate
taxpayers (e.j., sole proprietors) are factored out, the
FY83-84 increase in corporate taxation under the Administration's
proposals equals about 73% of ERTA corporate tax cuts over that
period. Under the circumstances, we cannot help but view these
proposals as baeing adverse to both the specific goal of capital
formation and the general goal of economic recovery.

I will now comnent briefly on a number of specific areas of

concern.



CORPORATE MINIMUM TAX SHOULD NOT BE EXPANDED

NAM strongly opposes any expansion of the corporate minimum
tax. A number of the reasons for our position have already been
discussed, e.3j., the adverse impact on business liquidity and the
dilution of the business sector's ERTA tax cuts. In addition to
those general concerns, we fear specifically that the groposed
expansion of the corporate minimum tax would impact very
adversely on the availability and effectiveness of the i1nvestment
tax credit (ITC) as a stimulant to lnvestment in new productive
plant and equipment. Indeed, under the Administration's
proposal, a camnpany with no so-called preferences but which, due
to a combination of Accelerated Cost Recovery System (ACRS)
deductions and the ITC, has an effective tax rate under 15%,
would see part or all of those deductions and credits nullified.

Both 1n such cases as well as in cases where the minimum tax
18 triggered due to utilization of preference 1tems (for 1nstance-
DISC) that were intended to further a specific Congressional gjoal
(e.3., stimulation of exports, in the case of DISC), we think 1£
is both counterproductive and unfair to penalize a taxpayer for
acting efficiently in a manner which the Congress saw fit to
encourage.

NAM also 18 concerned that, in addition to posing a
significant disincentive to capital investment, the proposed new
corporate minimum tax likely would have .a disproportionate effect
on canpanies just returning from loss positions to positions of
margyinal profitability. Finally, we think that by instituting
what amounts to a permanent two-track system of camputing
corporate income tax liability, this proposal would add

unnecessary camplication to the tax laws.



. . 10

For all of these reasons, we vigorously oppose any expansion

of the corporate minimum tax.

COMPLETED CONTRACT METHOD SHOULD BE RETAINED

NAM believes that the tax laws should continue to recognize
that the camnpleted contract method of accountiny 1s the most
appropriate method for taxpayers in the construction,
shipbuilding and electronics, aerospace and other industries
where the contracts 1nvolve significant uncertainties regarding
profit and ioss which are generally not resolved until the
completion of the contract. The tax laws should also continue to
allow taxpayers utilizing the campleted contract method of
accounting to deduct, in the year incurred, expenses that
historically have been allowed as period costs. Tax policy has
long treated advance payments on lonj term contracts as flnPncxng
mechanisms and tlhie NAM sees no justification for reversing this
long established policy.

The campleted contract method responds to problems created
by the nature of the long term contractor's business. Unlike a
typical manufacturer, a taxpayer using a long term contract
method of accounting obtains contracts by bidding or negotiating
for specific projects or manufacturingy an item that takes more
than twelve months to complete. Generally, the original contract
price 1s based on an estimate of the costs to camplete the
contract. Consequently the contractor may be exposed toO risks
assocrated with the reliability of the estimates over the period
of time 1t takes to complete the project. The severity of this
.r1s8k 1s determined by many variables outside the control of the

contractor, such as strikes, weather, inflation, availability of
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mat;rlals and development of technology. This inherent risk of
projecting costs distinguishes the loany term contractor from
other taxpayers. Sound tax policy therefore requires that
taxpayers be permitted to defer reveaue and expenses on contracts
until they are camplete and the incame or loss is determined with
reasonable certainty.

Moreover, we are concerned that repeal or substantial
modlflcation of the completed contract method will have an
adverse impact on the United States defense industrial base at a
time when the Administration has proposed a substantial increase
1n defense preparedness. Repeal or substantial modification of
the completed contract method as ‘a financing device would require
the defense industry to 3o to the financial markets for largje
amounts 55 new capital. Some companles, particularly small and
medium sized fixms, might not be able to attract the necessary
capital and therefore might be forced into bankruptcies or unwise
mergers. Those campanies able to swrvive probably would have to
borrow funds at high interest rates. This additional cost woul&
raise the defense contractor's overall cost of doiny business,
which would of necessity 1ncrease the cost of weapons systems
procurement by the Department of Defense. In effect, therefore,

" the Treasury's 3jain would be largely 1llusory, since 1t would be
offset by the Defense Department's increased procurement costs.

Repeal or substantial modification of the completed contract
me thod oE\accounting also Qould have a disastrous impact on the.
already hard hit construction industry which, like the defense
industry, has long utilized this method. Construction

contractors ‘need large sums of money to operate and expand. As

[
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an industry they are particularly vulnerable to strikes, weather
and 1nflated prices for materials and other factors beyond their
control. Retention of funds by developers until the project is
complete further complicates the ability of construction
contractors to campute thear profit with a fair degree of
reliability. However, to pay taxes on unfinished projects would
limit the size of the project the contractor could bid on and
would eliminate a badly-needed source of financing.

Finally, NAM believes that taxpayers utilizing the campleted
contract method of accounting should be allowed to deduct, 1in the
year 1incurred, expenses that historically have been allowed as
period costs. Period costs are those costs deductible 1in the year
paid or incurred rejardless of when incame is recognized and are
so deducted because they benefit the taxpayer's business as a
whole, whereas contract costs or absorbed costs must be deducted
at the conclusion of the contract.

Period costs, instead of adding value to the item under
contract, represent costs incurred to benefit the operations of
‘the taxpayer as a whole for a particular period or costs that
have been made deductible i1n a certain way to provide an
1ncentive to the taxpayer. On éhls latter point, for example, 1t
would be particularly inconsistent for the Congress to enact a
system allowing the accelerated recovery of capital costs in one
year and in the next year to disallow a cuwrrent deduction for the
accelerated portion of the recovery, as would occur under the
Administration's proposed treatment of period costs.

Accordingly, 1t is NAM's position that the accounting

methods now applicable to long-temm contractors, including the
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treatment of period costs, should be retained i1n their present
form. Where, however, the Administration believes 1t has
1dentified a particular area of abuse, for instance with regard
to multi-unit contracts spanning a decade or more, we would not
oppose appropriate corrective action-by Treasury regulation.

SAFE HARBOR LEASING SHOULD BE RETAINED

While the Administration has not proposed to modify or
repeal the ERTA rules on safe harbor leasiny, the Chairman of
this Committee has. Therefore, we believe a brief camment on the
leasing rules is appropriate.

NAM fully supports the Administration's view that the safe
harbor leasing rules are an integral and necessary part of ACRS.
The praincipal purpose of such rules 18 to stimulate investment in
new plant and equipment by temporarily unprofitable companies.
These rules achievé just that by making the cash flow benefits of
ACRS and the ITC immediately available to such companies.

By so doing, the leasiny rules remove what would otherwise
be a substantial disincentive to new i1nvestment. These rules
also promote tax neutrality by equalizing the costs of i1nvestment
as between profitable and unprofitable companies.

Also, it should be noted that many leasing transactions now
taking place would probably have taken place anyway even under
the more restrictive pre-ERTA leasing rules. We think 1t is
highly significant that, under the new safe harbor leasing rules,
more of the cash flow benefits of ACRS and the ITC pass to the
company utilizing the equipment ghan would have under the old

rules. In other words, the new leasiny rules work better and
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more efficiently than the old rules. We believe they should be
retained.

Any action by this Cammittee on the leaging rules should at
least be deferred until the Treasury completes 1ts reporxt on safe
harbor leasiny based on the information returns filed this
January. Thereafter, such abuses, 1f any, as have been clearly
1dentified can be addressed by appropriate modification.

Outright repeal of the safe harbor leasing rules should be
rejected.
CONCLUSION

In conclusion, NAM opposes any major increase 1in business
taxation, since such tax increases would impair capital formation
and slow the econamic recovery. In this regard, we might mention
in passing our concern over the Administration's proposal to
speed up corporate estimated i1ncame tax payments. While not a
tax increase as such, the cash flow loss due to the timing
dirfference has the same net effect as a business tax 1increase and
may be particularly inadvisable in this time of general business
1lliquidaty.

NAM strongly urges this Committee to limit any changes in
the tax laws to improvements in campliance and enforcement, and
the elimination of provisions that are demonstrably duplicatave
or excessive. Instead of any major increase i1n the taxation of
either business or individuals, we urge the members of this
Committee, 1n their capacity as members of this and other
Committees of the Senate, to address the real problem by enacting

further major reductions in all areas of jovermment spending.
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STATEMENT OF DR. CHARLS E. WALKER, CHAIRMAN OF THE
AMERICAN COUNCIL FOR CAPITAL FORMATION, WASHINGTON,
D.C.

Senator Symms. Dr. Walker.

Dr. WALKER. Mr. Chairman, thank you very much. I am grateful
for the opportunity to express the views of the American Council
for Capital Formation on the revenue-raising initiatives proposed by
the administration and members of the Finance Committee, in
particular, proposals for a new minimum tax on corporations.

I will summarize my statement, and read part of it, beginning on
page 11. Quite clearly, in the Eress and in the Congress, a campaign
is being mounted to suggest that the business community, in resist-
ing any takeback from the business tax reductions passed last year,
is simply being greedy. It is also argued that any scaling back of
individual tax reductions without commensurate scalebacks of busi-
ness tax reductions would be unfair. o

If debate on the fairness of individual and business tax reduc-
tions is to proceed on a sensible basis, then we must from the first
understand a simple fact: Corporations do not pay taxes; people do.
It is impossible to tax a business corporation except in a limited
first-order sense. This is true of the regular corporate tax, a mini-
mum tax; or any other such levy. A corporation is nothing more
than a legal arrangement under which individuals conduct busi-
ness. And if job creation and growth and living standards over two
centuries are any guide, it’s a darned good arrangement at that.

When second order effects are considered, it's clear that a busi-
ness corporation is, in effect, a surrogate tax collector for the Inter-
nal Revenue Service. The ultimate payers of the tax are the people
who bu{ the corporation’s products, work for it, and primarily as
stockholders, provide the capital for the company.

To the extent taxes paid by a corporation are passed forward to
consumers, the corporate tax is doubtless regressive. This is be-
cause people with low incomes spend higher proportions of their
income on the products of corporate America than do people with
high incomes, who save more of their income. To the extent that
the market for the company’s products is weak, as with autos
today, the tax must be passed backward to the factors of produc-
tion. Workers bear a part of the burden through reduced work-
weeks and loss of jobs. As dividends are cut back, stockholders,
many of whom are not well off at all, bear the brunt. This in turn
discourages saving, investment, and capital formation. Productivity
is damaged and economic growth is hampered.

How much of the corporate tax burden is passed forward and
how much backward? Nobody really knows. Some time ago, con-
gressional taxwriting committees made a stab at dealing with the
problem by assuming that 40 percent of any corporate tax would be
passed through to consumers. This horseback estimate had little
basis in logic and, in fact, greatly underestimated the passthrough
in strong sellers’ markets and overestimated it in strong buyers’
markets. The effort was dropped. .

Today no estimates are set forth of the ultimate impact on indi- -
viduals of proposals to collect more taxes from corporations such as
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the ?roposed corporate minimum tax. Experts say that the Trea-
sury’s new minimum tax would hit 90,000 corporations as contrast-
ed with 5,500 under the existing add-on minimum tax. It is expect-
ed that the new minimum tax would most strongly affect steel,
mining, electric utilities, industries already in varying degrees of
economic trouble, if not distress.

What will be the impact of the new minimum tax on the compet-
itive viability of companies in these industries? On the people who
buy from them, work for them, and own them? To what extent will
the new minimum tax be passed on as an inflationary, regressive
levy on consumers? For electric utilities, probably to a considerable
extent; for steel companies, with markets weak and international
competition strong, probably only in a small measure. And to the
extent the minimum tax on steel companies is borne by stockhold-
ers, what is the probable impact on the industry’s ambitious plans
to spend $7 billion over the next 4 to 5 years for expansion and
modernization?

If I were a Member of Congress, these are a few—and only a
few—of the questions I would want answered before casting my
vote for a stronger minimum corporate tax or, for that matter, any
increase in business taxes.

Two other points. I agree with the NAM spokesman who said
that under these circumstances, in the midst of a recession, to raise
taxes on business is not good policy at all. And to take back what
was given last year is surely going to disrupt business planning in
the future. Business simply is not going to trust the staying power
of the tax incentives for capital formation Congress enacts.

A final point in terms of fairness concerns with the split between
business and individual tax cuts in the last several big tax bills. In
the Kennedy-Johnson cuts from 1961 to 1965, which included the de-
‘preciation, investment tax credit, corporate rate cuts, and the split
was 69 percent for individuals, 31 percent for business. The cut
President Carter signed in 1978 was split 69 percent individuals,
and 31 percent business when fully phased in. In 1980, the Senate
voted that if there were any tax cuts coming down the pike it
should be split 50-50 between individuals and business because of
the severity of the capital formation problem. But what did ERTA
do? When fully phased in, ERTA will result in a split of 78 percent
for individuals and 22 percent for business. And under the adminis-
tration’s recent proposals, that ratio will move more severely in the
other direction. That is not good public policy under these circum-
stances.

Thank you, Senator.

Senator Symms. Thank you very much for an excellent state-
ment.

[The prepared statement follows:]
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Statement of Dr. Charls E. Walker
Chairman, American Council for Capital Formation
before the
Senate Committee on Finance

Friday, March 19, 1982

Mr. Chairman and Members of this distinguished Committee:

My name is Charls E. Walker. I am volunteer Chairman
of the American Council for Capital Formation. I am grateful
for this opportunity to present the views of the American
Council on the revenue initiatives proposed by the Administra-
tion and Members of the Finance Committee--in particular,
proposals for a new minimum tax on corporations.

The American Council for Capital Formation is 4?&22§3555:J¢
tion of individuals, businesses, and associations unitad 1in
their support of legislation to eliminate the tax bias against
saving and productive investmeqt. Our members, individuals
as well as business, support legislative measures which are
designed to encourage the productive capital formation needed
to sustain economic growth, reduce inflation, restore produc-
tivity gains, and create jobs for an expanding American work
force.

We applaud the Finance Committee's intent to review in
a timely manner both the tax and spending measures under the
Committee's jurisdiction for fiscal year 1983 and beyond in
order to fashion a bipartisan consensus on Federal budget,
spending and tax policies with the goal of reducing future
Federal budget deficits. We urge you to evaluate with utmosé
care the alternative proposals put forth by the Administration
and Members of Congress to reduce spending and raise revenue.

While reduction in the large forecasted Federal deficits over
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the next few years should be a priority of this Congress,
great care must be tak?n to enact measures that do‘not work
against the carefully Structured economic recovery program the
Administration proposed and Congress, in a praiseworthy
bipartisan manner, enacted last year.

With the enactment of the Economic Recovery Tax Act of
1981 (ERTA), we have in place tax incentives that, over time,
will lead to strong economic growth and increases in living
standards for all Americans. Let us not act in haste-and
damage, perhaps irrevocably, the promise of the future.

Today, I would like to review the emergence of the
consensus on an economic policy for the 1980's. Because the
country now faces record-breaking deficits, I would also like
to suggest needed short-run adjustments to the economic "game

plan” put in place last year.

ECONOMIC POLICY FOR THE 1980'S

The Development of a Consensus

The decade of the 1970's.proved to be a time of testing
for the economic theories that had dominated policymaking
for the past fifty years. 1In recent years, the economy has
been in a long-term decline characterized by "stagflation"--
inflation at double digit levels in an economy plagued by
stop and go performance, sluggish real growth, and too-high
levels of unemployment. The rate of growth in real GNP--which
is the most basic measurement of the performance of an economy--~
had fallen from a rate of 4.3 percent per year from 1959 to

1965, to 4 percent from 1965 to 1969, to 3.6 percent from
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1969 to 1973.and to 2.8 percent from 1973 to 1979. Produc-
tivity growth, which directly affects the standard of living
a society enjoys, had declined sharply over the period.

In addition, the Federal sector had grown rapidly over
the decade and was absorbing a high and evergrowing propor-
tion of our nation's economic resources. Total Federal
outlays, for example, advanced by 455 percent and nominal GNP
by 333 percent from 1965 to 1981. This resulted in a pronounced
long-term rise in the ratio of total Federal outlays to GNP,
In particular, total Federal outlays rose from 18 percent of
GNP in 1965 to 23 percent in 198l. Only twice during the
1970's did Federal spending as a share of GNP fall below
Z' percent. On the basis of Administration assumptions and
budgeted spending levels, that ratio is now expected to top
out at 23.5 percent in the current fiscal year and decline
thereafter.

It is clear that the spending programs initiated in the
mid-1960's enlarged the share of the nation's resources
allocated by the Federal government. Additionally, a shift
hag occurred in Federal spending priorities over this period,
especially from defense to nondefense spending. In 1965,
néndefense spending measured 60 percent of budget outlays; by
1981, the nondefense share had risen to nearly 76 percent.

The rapid growth in Federal spending fostered inflation
in at least two ways. First, with a firmer monetary policy
and even higher interest rates it would have been possible
to finance these deficits in a noninflationary manner; that

is, by borrowing genuine savings. But, the fact is that too
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large a portion of the deficit was indirectly monetized by
Federal Reserve purchases of government securities in the open
market. Monetary growth was excessive and the price level
shot up. Second, the transfer payments that made up a
substantial portion of the increase in outlays represented

a shift in resources from the more productive to the less
productive sectors of society. Therefore, capital formation
was slower than it would otherwise have been.

As Federal sp?nding rose, taxes went up also, but not by
enough to assure balanced budgets. At 21 percent of GNP in
FY 1981, Federal tax receipts were at the highest ratio since
World War II. This heavy tax burden contributed to stagflation
through its impact on incentives to work, save and invest,
and the resulting negative impact on productivity.

The heavy tax burden was especially inimical to solid
economic growth because of its distribution. Reflecting out-
moded economic theories that emerged during the Great
Depression, the existing tax system as we entered the 1980's
was biased heavily in favor of consumption and against
productive saving and investment. For individuals, the high
marginal rates that seemed justified to some people in earlier
times as good social policy sharply impinged on incentives
for individuals to work, save and invest. They also generated
the "bracket creep" that seems so unfair to the middle-income
Americans who pay the lion's share of individual income taxes.
High business taxes depressed capital formation and produc-
tivity by reducing the rate of return on new investment and

cutting the cash flow available to finance that investment.
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Congressional Action

Evidence concerning the capital formation problem began
to mount as early as 1973 when Senator Bentsen launched
highly constructive capital formation hearings in his
Subcommittee on Financial Markets, thus encouraging
Congressional debate on the issue. Then, in 1975, the Ways
and Meang Committee began hearings on what would become the
Tax Reform Act of 1976. Tax reform pressures of the tradi-
tional "loophole closing" variety crested with that, Act, as
the public and Congress became incréasingly convinced that
the developing capital formation problem was not only signi-
ficant but also could be critical to the nation's long-run
well-being.

The Revenue Act of 1978, shaped in crucial ways by this
Committee, marked a major shift in economic policy in general
and tax policy in particular. At last we began to turn from
naive Keynsian policies affecting demand to see fiscal policy
as a supply-side tool. The 12756 Act sharply cut the maximum
tax on capital gains for individuals, strengthened the
investment tax credit, and reduced corporate tax rates, leading
the way for the profound changes that would occur over the
next few years in tax and economic policymaking. By 1980,
it was clear that it was time to change~-time to take a hard
look at the costs as well as the benefits of government
regulations; time to bring Federal spending under control;
time to change the tax céde to épur saving, personal effort,
and risk taking; and time to cond&ct monetary policy to curb

inflation and keep it in check. -
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In its second consecutive unified annual report, issued
in 1980, the Joint Economic Committee, then chaired by
Senator Bentsen, signalled the coming of age of this new era
in economic thinking. That report recommended that “fully
one-half of the next tax cut be directed to enhancing saving
and investment in the economy." koting that traditionally tax
cuts had been designed solely as countercycle devices, the JEC
went on record in support of the position that tax cuts can
and should be directed toward improving productivity performance
over the long=-run. In addition, the JEC recommended that the
ratio of government spending to GNP be reduced.

The Reagan Administration's-Game Plan

Coming into office in 1981, the Reagan Administration
quickly moved to put in place the supply-side concepts that
had been moving into the rainstream of economic thinking.

The Administration's 1981 program of budget restraint, approved
by Congress, sharply reduced the rate of growth of Federal
spending in FY 1982; and further cuts have been proposed in
that growth rate in FY 1983 and beyond. The Economic Recovery
Tax Act of 198l reversed the upward trend in taxes relative

to GNP and _also strengthened incentives to work, save and
invest. These steps, along with a retreat from the over-
regulation of business activity and strong moral support for

a Federal Reserve policy of more stable monetary growth,
constituted what the press has called "Reaganomics."

The Current Economic Climate

It is far too early to judge the success of this program.

Progress in dealing with Public Enemy No. l--inflation--has
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exceeded expectations and, indeed, is the most significant
single development of the past year. But, with inflationary
expectations deeply imbedded, the return to a non-inflationary
environment was bcund to take time and involve hardship. That
hardship arrived in 1981 in the form of recession, with output
dropping sharply and unemployment approaching 9 percent. '
Interest rates, which Administration poliéymakers expected

to fall as inflation receded, remained stubbornly high, threat-
ening the timing and strength of recovery from the recession.

"Real" interest rates--i.e., market rates less the
expected rate of inflation--are at very high levels. Accord-
ing to one school of thought, these high rates--particularly
for long-term securities--reflect market fears that, despite
their protestations to the contrary, Federal Reserve authorities
will sooner or later cave in to political pressure and unduly
inflate the money supply to help fight recession and unemploy-
ment. Financial market skittishness in this respect is
demonstrated by experience over the past two years--each time
the rate of monetary expansion ‘has moved above Federal Reserve
target ranges, interest rates have tended to go up, but when
monetary growth has stayed within bounds, interest rates have
come down.

Administration policymakers argue that lower inflation
rates must ultimately result in lower interest rates because
the inflationary premium which became incorporated into rapes
in the 1970's will sooner or later be wrung out. They also
maintain that the personal saving rate, which has averaged

only 5.4 percent of disposable income over the past few yeafs,
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will rise to at least the 8 to 8% percent range that prevailed
during most of the first half of the 1970's. followinq the
Kennedy-Johnson tax reductions in the first half of the
1960's~~on balance, a very good supply-side tax cut--the
personal saving rate rose sharply. The Reagan tax cuts on
individuals are concentrated on people who do the most saving,
and the new Individual Retirement Accounts constitute a major
pro-saving force. With each percentage point representing

$20 billion in saving, the potential contribution of an increase
in the personal saving rate to noninflationary financing of

Federal deficits is obvious.

SHORT-RUN ADJUSTMENT TO THE GAME PLAN

The Deficit Question

Now, however, many voices have been raised to complajn
that the Federal deficits projected over the next few years
are simply too large. It is widely believed, particularly in
financial markets, that it is these deficits that are keeping
interest rates high and threatening economic recovery. Such
deficits, say the critics, will collide with anti-inflationary
monetary policies and the only possible result will be high
interest rates and "crowding out” of private investment.
Moreover, financial markets quite clearly believe that the
deficits now in prospect spell trouble, thus impeding the
decline in interest rates justified by the improved outlook
for inflation.

Deficit financing as a way of life is bad public policy.

It removes a practical limit on growth of the Federal
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sector--growth that got us into this mess in the first place.
Chronic deficits also rob financial markets of funds that could
otherwise be used to support the capital formation this country
so badly needs.

An adjustment to the economic game plan that will sharply
cut near-term deficits and return us to a balanced budget
relatively soon is, therefore, urgently needed. This correc-
tion need not at all disturb the basic framework of Reaganomics
that the Administration and Con?ress put in place last year.

It is an adjustment that should be negotiated between the
Congress and the Administration, in a spirit of compromise,
on a bipartisan basis.

Guidelines for a Compromise

The Administration, in its FY 1983 budget, has proposed
a series of tax and spending changes that it estimates will
hold the deficit to somewhat above $90 billion in 1983, $80
billion in 1984, and slightly above $70 billion in 1985.
However, without corrective action of any kind, the Federal
deficit in FY 1983 could well rise to triple-digit levels
and remain there for several years to come. Deficits of this
magnitude, well in excess of peacetime experience, would
impose extreme pressures on financial markets, undermine the
outlook for continued monetary restraint, reduced inflation,
and economic growth.

Cléarly, action is needed to hold spending for on- and
of f-budget items, at a minimum, to the three quarters of a
trillion dollar level the Administration has proposed for

FY 1983. As its major contribution to the adjustment in the
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economic game plan, Congress should act to ensure that total
spending levels do not rise above the level requested by the
President, or 22.5 percent of the Administration's GNP forecast.
For his part, the President should agree to steps that would
significantly reduce deficits in 1983 and beyond.

The ACCF strongly favors the spending cut route over the
tax increase approach to deficit reduction. The Administration
has put before the Congress a number of proposals to reduce
spending; Members of Congress have likewise suggested
responsible spending cut initiatives. 1If there are to be tax
increases, the Congress should be careful not to undo the
critically important capital formation initiatives enacted as
a part of the Economic Recovery Tax Act of 1981,

The Revenue Side

The Administration has proposed a number of revenue
raising options in its FY 1983 budget. Unfortunately, some
of these measures, while perhaps attractive from a revenue
standpoint, would actually work against economic¢ recovery and
impose an undue tax burden on the business firms least able
to withstand further deterioration in cash flow. According
to a Congressional Budget Office analysis, a little more than
20 percent of the Administration's deficit reducﬁion proposals
for the 1983-1985 period involve revenue increases, Howéver,
nearly 75 percent oé the revenue increases would come in
corporate taxes, offsetting about 60 percent of the corporate
tax reduction enacted in ERTA for that period.

The ACCF specifically urges you £o oppose substantive

modifications to the recently enacted Accelerated Cost Recovery
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System (ACRS). The need for a complete and thorough overhaul
of our outmoded capital cost recovery system was clearly
recognized by the Congress through the enactment of the ACRS
provisions of ERTA. The new system will encourage the injection
of new investment funds for modernized plant and equipment which
are essential to the economic progress and well-being of all
Americans.

The largest single revenue raising option proposed by
the Administration is a new corporate minimum income tax.
The Administration would repeal the current 15 percent
corporate add-on minimum tax and replace it with a 15 percent
alternative minimum tax. Under the proposal, corporations
would pay the alternative minimum tax only when it exceeds the.
regular income tax. In general, the tax base for the alter-
native minimum tax would be a corporation's regular taxable
income increased by certain tax preferences for the year.
Net operating losses would not be allowed in computing the
minimum tax base. The tax base would be reduced by a $50,000
exemption. V

Debate on the corporate minimum income tax cannot possibly
proceed on a sensible basis until all parties understand that
it is impossible to tax a business corporation except in a
limited "first order" sense; this is true of the regular
corporate tax, a minimum tax, or'any other such levy. As
the present occupant of the Oval Office has said many times,
corporations don't pay taxes, people do. A corporation is
nothing more than a legal arrangement under which individuals

conduct business--and, if job creation and growth in living

94-278 0—82——3
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standards over two centuries are any guide, a darned good
arrangement at that.

When "second order" effects are considered, it is clear
that a business corporation is, in effect, a surrogate tax
collector for the Internal Revenue Service. &he ultimate
payers of tax are the people who buy the corporation's
products, work for it and, primarily as stockholders, provide
the capital for the company.

To the extent taxes paid by a corporation are passed
forward, to consumers, the corporate tax is doubtless regres-
sive. This is because people with low incomes spend higher
proportions of their income on the products of corporate
America than do people with high incomes, who save more of
their income. To the extent that the market for the company's
products is weak, as with autos today, the tax must be passed
backward to the factors of production. Workers bear part of
the burden, through reduced workweeks and loss of jobs. As
dividends are cut back, stockho;ders, many of whom are not
well off at all, bear the brunt. This in turn discourages
saving,‘investment and capital formation. Productivity is
damaged and economic growth is hampered.

How much of the corporate tax burden is passéd forward
and how much backward? Nobody really knows. Some time ago
Congressional tax-writing committees made a stab at dealing
with the problem by assuming that 40 percent of any corporate
tax would be passed throuéh to consumers. This horseback
estimate had little basis in logic and in fact greatly under-

estimated the passthrough in strong sellers' markets and
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overestimated it in strong buyers' markets. The effort was
dropped.

Today no estimates are set forth of the ultimate impact
on individuals of proposals to collect more taxes from
corporations. Experts say that the Treasury's new minimum
income tax would hit 90,000 corporations as contrasted with
the 5,500 now affected by the existing minimum tax. It is
expected that the new minimum tax would most strongly affect
such industries as steel, mining, and electric utilities,
industries already in varying degrees of economic trouble,
if not distress,

What will be the impact of the new minimum tax on the
competitive viability of companies in these industries? On
the people who buy from them, work for them, and own them?
To what ext;nc will the new minimum tax be passed on as an
inflationary, regressive levy on consumers? For electric
utilities, probably to a considerable extent; for steel
companies, with markets weak and international competition
strong, probably only in small measure. And, to the extent
the minimum tax on steel companies is borne by stockholders,
what is the probable impact on the industry's ambitious plans
to spend $7 billion over the next four-to-five years for
expansion and modernization?

If I were 2 member of Congress, these are a few--and only
a few--of-the questions that I would want answered before
casting my vote for a stronger minimum corporate tax or, for
that matter, any increase in business taxes. An increase in

business taxes would significantly erode many of the capital
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formation incentives enacted in 1981 and shake business
confidence in the staying power of those incentives as well
as some enacted in prior law.

Business needs to know it can count on the laws on the
books in order to plan for the future with confidence. A firm
plans its investment spending programs several years into the
future, and thus needs to know with certainty the tax impli-
cations of the decisions it makes today.

In addition, we have two specific concerns with the
Administration's proposed alternative minimum tax on
corporations--the impact on the investment tax credit and
on net operating losses (NOLs).

First, recent analysis of the new proposal by Emil
Sunley, a former Deputy Assistant Secretary of the Treasury
Department for Tax Policy and a member of the ACCF's Policy
Committee, has found that the proposed minimum tax, in some
cases, would in effect reduce the limitation on the investment
tax credit from the 90 percent level enacted by Congress in
1978 to 67.4 percent of regular tax. In other words, the new
tax would substantially blunt the incentive effect of the
investment credit for corporations~--further reducing the
willingness and ability of a corporation to invest in needed
productive equipment. Dr. Sunley also points out that the
major preference items subject to the corporate minimum tax
are found in only a few industries. Whether the tax structures
of these industries should be altered is a question more
correctly addressed separately. In addition, he notes that
the tax would have the perverse effect of encouraging tax-

induced mergers that serve no useful economic purpose.
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It is also the case that even if a corporation has no
tax preferences, it may still end up paying the alternative
minimum tax under the Administration's proposal. Tha£
consequence results because the investment credit cannot be
applied in the proposed minimum tax calculation.

Second, the proposed minimum tax would, in some cases,
produce results difficult to justify on equity grounds and
impossible to justify as policy in the current economic climate.

Rather than being directed solely toward assuring that
profitable companies do not, by excessive use of so-called
"tax preferences" (credits, special deductions and exclusions
from income), escape paying any tax at all, the Administration's
proposal imposes a tax where no economic gain exists. As an
example, suppose a corporation loses $51,000 in 1982 and, in
1983, has a profit of $51,000 resulting in an economic
break~even over the two-year period. The corporation will
pay $150 in minimum tax in 1983, Clearly, this makes no
economic sense. Even though a portion of the minimum tax paid
may eventually be recovered, the impact on a new company
starting up, or on one that has undergone temporary ‘diffi~
culties, can be devastating on the company--and is also bad
economic policy.

Thus, the proposed alternative minimum tax would work
exactly counter to capital formation needs and, indeed, deny
some of the benefits enacted %n prior years.

Quite frankly, the ACCF and the business community are
split on the merits of any tax increase at this time and,

if there are to be tax increases, what kind they should be.
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I have my personal views which I outlined in testimony presented
to the House Ways ané Means Committee on February 19, 1982.

The Spending Side

Major attention in the Congress should be focused on
Federal spending relative to GNP, rather than on an attempt
to achieve a given Federal deficit in any fiscal year. With
any year's deficit subject to wide swings as a result of only
small changes in interest rates, unemployment, and the rate
of economic growth, the deficit as a target is all too often
a will o' the wisp.

However, even with these contraints on Federal budget
deficit control, there are a number of alternatives on the
spending side of the ledger that should be considered.

For example, several highly requcted Members of Congress
have suggested that the automatic cost of living adjustments
(COLAs) could be frozen or reduced to effect substantial
short-run budget savings. Much of the rapid growth in entitle-
ment benefits has resulted from the COLAs. In fact, over
the last three years, the CPI, which determines most Federal
COLAs, has risen faster than wages so that while entitlement-~
related retirement benefits have maintained their purchasing
power, wages of the working population have fallen in real .
terms. In addition, the CPI contains a flaw in its treatment
of housing costs, which results in overestimating price
.increases during periods of rapidly rising home mortgage
interest rates. Consequently, the CPI has risen faster than

other price indexes during the last five years.
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For the longer run, the ACCF urges Members of this
Committee to support enactment of S.J. Res. 58, the Tax
Limitation-Balanced Budget Constitutional Amendment which
should reach the Floor of the Senate shortly. Cosponsored
currently by nine members of this Committee, S.J. Res. 58
would mandate in advance of each fiscal year that Congress
adopt a budget statement under which outlays would not exceed
receipts. In addition, the annual increase in planned or
budgeted receipts would be limited to the rate of growth in
national income in the preceding calendar year. As the year
progressed, actual receipts would not necessarily equal
budgeted receipts; but actual outlays could not exceed
budgeted outlays. This would effectively limit the growth
in Federal spending to the growth in national income. If
a deficit were needed in case of national emergency, Congress
could plan a deficit by having the vote of three-fifths of
the membership in each House.

The Amendment would allow a deficit to occur in a
recession if actual revenues fell short of planned budget
receipts. Alternatively, if the economy needed cooling off,
Congress could plan for tax receipts to exceed the rate of
growth in national income by a vote of a majority of the whole
membership in each House and the approval of the President.

The timing proposed by the Amendment would fit nicely
with the intent of Congress to restore a balanced Federal
buaget by 1985 or 1986. Under the timetable proposed by the

Amendment, it would become effective in FY 1986.
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CONCLUSION

President Reagan is correct in his determination to
stick with the fundamental thrust of his economic game plan
put in place last year. Unfortunately, we are faced with
record high Federal deficits and must reduce them. Our focus
should be on spending cuts, not tax increases. If there are
to be tax increases, they should be carefully crafted to avoid
undercutting the capital formation aspects of ERTA, The
proposed new alternative minimum tax on corporations would
do just that and, therefore, should not be enacted.

If financial market participants were convinced that
these steps were taken to control short- and long-term deficits
in earnest~-and this would require a strong bipartisan consensus
in the Congress--interest rates would decline sharply. The
prospect for short-term economic récovery would be greatly
strengthened, and the door opened for the increased business
investment s%ending that is the key to restoration of long-

term economic expansion.

STATEMENT OF THEODORE F. BROPHY, COCHAIRMAN, BUSINESS
'ROUNDTABLE, AND CHAIRMAN, GTE, WASHINGTON, D.C.

Senator Symms. Mr. Brophy.

Mr. BropHYy. Mr. Chairman, distinguished members of the com-
mittee, my name is Theodore F. Brophy. I am chairman and chief
executive officer of General Telephone & Electronics Corp., cochair-
fr.nan of the Business Roundtable and chairman of its taxation task
orce.

I appreciate the opportunity of appearing before you today on
behalf of the Business Roundtable, and presenting its views on the
ailministration’s budget proposals, and specifically, the tax propos-
als. .

The administration’s economic recovery program was developed
as a response to deep-seated structural problems in our economy. It
built up over a long period of time. The Roundtable has strongly
supported the basic principles and objectives of this economic pro-
gram, and continues to believe that the program’s direction is
sound and should be pursued. .

At this time, through a combination of circumstances, we are
faced with a recession, inordinate(l{v high interest rates, and a pros-
pect of continuing substantial budget deficits. Neither a monetary
nor fiscal policy can assume full responsibility for solving these
problems. It's clear that a steady, predictable monetary policy is
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necessary to calm volatile financial markets. At the same time,
there is a strong and general perception that the large projected
budget deficit creates the possibility of continued high interest
rates. Unless dealt with promptly—and I underline promptly—that
expectation will delay reasonable recovery from the current eco-
nomic recession, and may exacerbate the situation.

For this reason, the Roundtable is deeply concerned about the
size of the projected budget deficits. The need for action is clear
and urgent. A stalemate on the budget with its adverse implica-
tions for interest rates, financial markets, employment, and the
general economy is not an acceptable alternative. This committee
and the Congress, working on a bipartisan basis with the Presi-
dent, must seize the opportunity to change the direction of project-
ed deficits and put them S(glarely and decisively on a downward
path without altering the basic thrust of our current economic
strategy.

It has been suggested that large budget deficits do not have an
adverse impact on interest rates. While this may have been true
during most of the postwar period, the evidence since 1979 no
longer appears to support this concept. Large projected deficits
have caused many in the business community to believe that at
some point in the future the Fed will be forced to cave in and mon-
etize a significant portion of the debt. This belief is keeping infla-
tionary expectations alive and contributing to higher interest rates.
If we can now adjust our fiscal policy framework so that it will
show a lower projected deficit, the Fed will be able to stay with the
anti-inflationary policy without being excessively restrictive. This
would permit a long-term decline in interest rates.

The seriousness of the deficit situation requires that budﬁet pro-
jections include more substantial spending cuts. It is not realistic to
- assume that this can be achieved without scrutinizing eve
agency, department, and area of the Federal Government, includ-
ing entitlements and defense. The deficit problem cannot be ade-
quately addressed without a permanent modification of the method
of indexing the entitlement programs to reduce their growth.

We recognize that there is a bipartisan commission currently
studying social security, and believe that that important effort
should be continued. However, the existence of that commission
should not delay a prompt resolution of the indexing issue.

We fully support a strong defense posture, believing that it is
critical to our national security and to the stability of the world. A
strong economy in future years is also helpful in protecting our
Nation. We believe that defense spending should be reexamined on
its merits, and directly in relation to its contribution to military ca-
pability and the Soviet threat—to insure that these spending levels
are essential. If this is done, we believe it will be possible to gener-
ate additional savings through improved planning and efficiency
without impairing national security.

To the extent that revenue increases are required, we would
prefer to see them in the consumption areas. In this area, the pro-
posals that seemed to hold the most promise are increases in Fed-
eral excise taxes and users’ fees, and deregulation of natural gas.
Increasing the level of excise taxes could raise substantial revenue
and would have the least disruptive impact on incentives to work,
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save and invest in the future planning of individuals and business-
es. The timing would seem ideal for gas deregulation because it
would serve as a revenue producer and come at a time when
energy costs are declining.

As a final option, and only if required to meet critical economic
needs, we would recommend a stretchout of the 10 percent July
1988 individual cut.

It should be emphasized that we are opposed to any modification
of the July 1982 cut. Under present circumstances, we believe that
individuals will benefit more from the stimulation of the economy
that would result from lower deficits and interest rates than they
would lose from a short delay or minor modification in the imple-
mentation of the 1983 cut.

We don’t recommend any other changes in ERTA with the excep-
tion of tightening the safe harbor leasing rule to eliminate any pos-
sible abuses.

The administration has proposed tax revisions including a mini-
mum tax. These proposals would reduce business benefits from
ERTA by about 40 percent for fiscal years 1983 through 1985, The
business community certainly doesn’t object to the Government im-
provement in its tax-collection procedures. However, strong opposi-
tion exists in the business community to the administration’s pro-
posed alternate minimum tax which is widely viewed as an ill-ad-
vised attempt at substantive tax reform. This tax would fall un-
evenly across industry, penalizing those who are most capital in-
tensive. And would, in some cases, result in greater tax burdens
than existed before ERTA. If this committee believes that there are
provisions in the tax law that should be modified, reexamined, or
eliminated, they should be dealt with directly rather than indirect-
ly through a minimum tax.

In summary, the Business Roundtable urges that a bipartisan
plan be implemented promptly. And that that plan address the
critical need of producing lower future deficits on a credible basis
and insure sound economic recovery and long-term growth.

Thank you.

Senator Symms. Thank you very much.

[The prepared statement follows:]
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STATEMENT OF THEODORE BROPHY, CHAIRMAN AND CHIEF EXECUTIVE OFFICER,
GENERAL TELEPHONE & ELECTRONICS CORP.

Mr. Chairman, distinguished members of the Committee. My
name is Theodore F. Brophy. I am chairman and Chief
Executive Officer of General Telephone & Electronics
Cogporation. I serve as Co-Chairman of The Business
Roundtable and Chairman of its Taxation Task Force. The
Roundtable is an organization comprised of approximately two
hundred chief exeéutive officers from corporations that
represent many billions of dollars of capital investment and
provide millions of Jjobs for our nation's ec.onomy. I
sincerely appreciate the opportunity to appear before you
today on behalf of The Business Roundtable and to present
the Roundtable's views conc‘erning the Administration's
budget proposals in general, with specific reference devoted

to the tax aspects of such proposals.

~l)uring his first year in office, President Reagan introduced
an Economic Recovery Program designed to achieve the long-
range g-‘o\al of a vigorous, competitive economy with essential
price stability by adopting a strategy of reducing the
growth of government spending, the heavy tax burden and
repressive regulation and encouraging a  sound, consistent
monetary policy. With the cooperation of Congress, major
parts of this program, representing a dramatic shift in our
national economic strateqgy, were enacted into law, laying a

solid base for economic recovery and growth. We have seen
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real progress, to date,. in the form of a 1lower rate of
inflation, The Roundtable supported the basic principles
and objectives of this economic program and continues to

believe that its direction is sound and should be pursued.

The Administration's economic strategy was developed as a
response to deep-seated, structural problems in our economy.
These problems became embedded over a long period of time
and will, no doubt, take substantial time and effort to
cure, The Administration has set the proper long-range
course for economic recovéry, aﬁd as it moves forw&rd,
economic conditions may dictate that adjustments be made to

the plan in order to keep it on course,

We are currently faced with difficult economic times.
Through a combination of circumstances, a severe recession
is in progress and at the same time, we are experiencing
inordinately high interest rates. Budget projections, a
detailed analysis of which is attached as Exhibit I, have
been released that hold out the prospect of continuing large
deficits and substantial future government borrowings to
fund such deficits. As Exhibit II indicates, most private
economic forecasters are projecting even higher deficit

figures than the Administration. At the same time,
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there is a growing perception in the business community that
large projected budget deficits for Fiscal Years 1983, 1984
and 1985 create the possibility of continued high interest
rates. That expectation will delay reasonable recovery from
the current economic recession, and unless dealt with
promptly, will serve to exacerbate the current situation.
Low economic growth increases government expenditures and
decreases revenues, thereby widening budget deficits. For
these reasons, The Business Roundtable is deeply concerned
about the size of projected budget deficits and believes
that a "mid-course correction,” but not a change in policy
direction, must be made in our current economic strategy to

reduce these deficits.

The need for action is clear and urgent. A stalemate on the
budget, and its implications for interest rates, financial
markets and the general economy, is not an acceptable
alt;ernative. We must seize this opportunity to change the
direction of projected deficits and put them clearly on a
substantial and progressively downward path. At the same
time, we should not reverse the basic thrust of our current
economic strategy. This result cannot be achieved without
the guidance and support of both political parties in
Congress. Statesmanship must be exercised on a bipartisan

basis.
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The Effect of Budget Deficits on Interest Rates

It has been suggested that large budget deficits do not have
an- adverse impact on interest rates. While this may have
been true during most of the postwar period, the evidence
since 1979 no longer appears to support this concept. A
historical comparisoh of budget deficits and interest rates

is shown in Exhibit III.

The chart was developed using "real"™ short-term interest
rates, i.e., nominal rates adjusted for inflation, and by
seasonally adjusting the surplus/deficit figures. When the
data is presented in this way, a parallel pattern can be
seen, But this pattern does not imply a direct cause and

effect relationship.

At the onset of the recession, interest rates usually peak
as businesses and households attempt to maintain their
spending plans in the face of declining revenues. Then as
the recession becomes more broadly established and economic
activity declines, budget deficits rise and interest rates

generally decline due to a slackening in loan demand. 1In the
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latter stages of recovery, interest rates again rise as loan

demand increases and inflation accelerates.

The key point is that this pattern changed significantly
after 1979. As can be seen in the chart, after 1979, the
pattern shows a divergence with sharply higher real interest
rates and a substantially larger deficit. While there is no
single factor that «clearly explains the rise in real
;nterest rates, it is generally agreed among businessmeg and
economists that this may be due to increased uncertainty
regarding the future course of monetary policy, especially
in view of the projected large budget deficits. .Since 1979,
the Federal Reserve has refuseé ‘to monetize the deficit, and
has placed new emphasis on controlling the money supply in
an effort to reduce inflation. This change can be seen in
the table in Exhibit IV. The table clearly shows that the
degree to which the federal debt has been monetized has been
greatly reduced since 1979. The large projected deficits
have caused the financial markets to believe that this
refusal to monetize will be only a temporary phenomenon and
that at some point in the future the Fed will be forced to
cave in and again monetize significant portions of the debt.
This belief is keeping inflationary expectations alive and

is contributing to higher interest rates.
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The change in the Federal Reserve's policy was one of the
important factors behinq the recent improvement in inflation
(Exhibit V). We have no choice but to provide a fiscal
policy framework that will enable the Federal Reserve to
stay with its anti-inflationary policy without being
excessively restrictive. This would permit a lasting

decline in interest rates.

Another change since 1979 is in' the magnitude of the
deficits. The current and projected deficits, as shown in
Exhibit VI, are much 1larger, in absolute  magnitude and
relative to GNP, than during most of the postwar period.
Moreover, for most of the period, the deficits were becoming
largér only during periods of recession or mini-recession,
whereas most current projections indicate that, unless

significant action is taken, the deficit will be incréasing

at a time when the economy is expected to be in a recovery.

In order to finance 1large deficits during a period of
recovery, the Treasury must either increase its borrowing
from the public at a time when private demand for funds is
also increasing, or the Federal Reserve must monetize a

portion of the deficit, 1leading to a rekindling of
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inflationary expectations. Thus, rising deficits during a

recovery will contribute to higher interest rates either

because of an increased demand for funds or because of

renewed inflationary expectations.

While it is true that a significant increase in personal
savingé rates could provide adequate funds to satisfy both
private and public financing needs and still permit interest
rates to drop substantially, the problem is that we are
dealing with an équation that has many uncertainties. One
of these uncertainties is the future rate of savings. If
the savings rate in the future is high enoughv to accommodate
these large projected budget deficits as weli as growing
private financing needs during an economic recovery, then
the deficits would not have an adverse effect on the level
of interest rates. Therev is always the possibility,
however, that savings may not be adequate to finance both
needed capital formation and growing deficits at the same
tinie, in which case the large deficits will Tesult in high
interest rates or high inflation or both. Given the
unknowns involved we cannot do our planning on a best case

approach.

94-218 O—82——4
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In addressing these economic policies it is not possible to
focus only on the tax and spending sides of this equation,

so let me say a brief word about monetary policy.

" Monetary Policy

A sound, consistent monetary policy is necessary for the
success of the President's program.' A plausible plan to
reduce budget deficits in fgture years would relieve some of
the pressure on the Federal Reserve, It would permit the
Federal Reserve to pursue its policy of moderatiné the
growth of money su§p1y without causing undue increases in

-interest rates.

Large budget deficits threaten to undermine the Federal
Reserve's antiinflationary policy. This was clearly pointed
out by the Council of Economic Advisers in the 1982 Economic

Report of the President:

Theoretically, restrictive monetary policy could
achieve price-level stability regardless of fiscal

policy. As a practical matter, however, reducing



45

the growth of government spending and reducing
deficits in the Federal budget will help to
strengthen the belief that anti-~inflationary
policies will be maintained. "That, in turn, will
help lower the costs of adjusting to lowgr rates
of inflation. In short, the credibility of
nlonetary policy is influenced by the fiscal policy

that accompanies it.

In other words, large deficits make it difficult for the
Federal Reserve to implement a credible anti-inflationary
monetary policy. More ir;lportantly, prospects of persistent
deficits, especially during a period of expected economic
recovery, leads the financial community to expect that at
some point in the future the Federal Reserve will be forced
to monetize a portion of the debt, Thus, it is not only
actual monetization of government debt, but also the
increased 1likelihood of monetization in the future that
promotes inflationary expectations. This fear that the
Federal Reserve may be foréd to monetize a portion of the
deficit in the future may be one of the reasons why interest
rates have remained so high even during the present
recession, The United States has the highest level of

"real” interest rates among industrial countries (Exhibit
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VII). Moreover, real interest rates are likely to remain
high if investors believe ~that deficits of the current
magnitude will persist for a long time. High real interest
rates discourage capital investment and may be at least
partially responsible for the current severe slump in the

economy .

The Federal Reserve can also enhance its own credibility by
achieving a more stable and gradual deceleration in money
supply growth, which it was not able to achieve in 1981. As
can be seen in Exhibit VIII, money supply growth continues
to be highly erratic. It was. well below the Federal
Reserve's targets during most of last year, but ended the
year with a rapid surge. Many analysts have advanced the
argument that by being overly restrictive during much of
1981, the Federal Reserve inadvertently contributed to the
current recession. As the recession deepened in the fall of
1981, the Federal Reserve permitted a surge in the money
supply which was very evident in the early part of January,
1982, More recently, the money supply has again declined.’
By eliminating these gyrations -- either above or below the
targets =-- the Federal Reserve can reassure the financial

markets, reduce the volatility of interest rates, and thus
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assist in promoting a more stable and sustained economic

recovery.

The Need for Additional Spending Reductions

To the extent that the budget deficits can be closed through
reductions on the expenditure sidé, this would be preferable
for the long~term health of the economy. _In this regard, no
area of budget expenditures should be  free from scrutiny,
including defense and entitlements. We are not advocating a
" reduction in outlays for these programs, just slower rates

of growth.

In particular, we cannot postpone any longer the difficul{
decision to bring the growth of entitlement programs under
control and place them on a sound financial basis.
Entitlements represent 47% of budgeted expenditures for
1983, They have been increasing in cost at a rate of about
15% a year -- far in excess of the general rate of growth of
the economy. It is a matter of simple arithmetic that this

condition cannot endure forever.
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One of the major factors driving up egpenditures for many of
these programs 1is that they are 100% adjusted to the
Consumer Price Index (CPI) by a process called "indexing."
This is the case for social security and military and civil
service pensions. We believe tha% the CPI, "as currently
‘constituted, frequently overstates the rate of inflation as
it affects the consumer, For this reason, we support a
thorough reexamination of indexing -- including the formula
to be used, and the timing of forthcoming adjustments -- as
a major part of an overall program to put our retirement
systems and other enéitlement programs on a sound financial
basis, Slowing the rate of growth of these programs by
changing the method of indexing and by delaying or freezing
benefit levels for a time is critical to a credible attack
on the deficits. This approach would not have an adverse

effect on need or means~tested programs.

We recognize that there is a bipartisan commission currently
studying social security and we certainly believe that this
important effort should continue and will be of great
benefit to the future health of the system. The commission
will be reporting its findings and recommendations later
this year. The indexing  issue -has already received

widespread study, and it is critical that it be addressed
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immediately. The existence of the commission and |its
expectaﬁt report sﬁould not delay important decisions which

should be made this spring.

We also recognize that some entitlement programs are
considered to be untouchable in an election year. However,
we were encouraged by recent reports in the New York Times
that some groups representing the elderly, such as the
American Association of Retired Persons and the American
Leéion, are so concerned about projecéed budget deficits
that they may be prepared to accept some adjustments to
these programs. This, we feel, is directly comparable to
what is happening in many industries as workers are agreeing
to deferrals of wage increases and COLA increases in order

to keep their jobs in being.

We fully support a strong sustained defense posture,
believing that it is critical for our national security and
for the stability of the world. A strong economy in future
years will also be helpful to the protection of our nation.
Defense spending represents more than 25% of projected
expenditures. We believe Fhat defense spending should be

reexamined--on its merits, and directly in relation to its
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contribution to military capability and the Soviet threat--to
reaffirm that it is all essential and will be put in place
at minimum cost. If this is done, we believe it will be
possible to generate additional savings through improved
planning and efficiencé, without impairing national
security. ‘

Revenue Increases

Assuming substantial spending reductions can be achieved, we
recognize that additional revenues may still be needed to
close th; projected deficit gaps to reasonable levels. Our
federal income tax system has, for many years, been directed
toward increasing consumption and has acted as a
disincentive to capital formation, personal savings and
productive efforts. We supported action taken last year by
this Congress and the Administration to chanye the direction
of federal tax policy  as essential for the long-term health
of our economy. The Economic Recovery  Tax Act of 1981
("ERTA") has provided important tax relief for individuals

and business, and if given a chance to succeed, will
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stimulate savings and investment. In the process, it will
increase productivity, create more jobs and expand our tax
base. To the extent that additional revenue increases are
required, we would prefer to see them in the consumption

area.

In the consumption area the proposals that seem to be the
most sensible are increases in federdl excise taxes and user
fees. Increasing the level of federal excise taxes could
raise substantial revenue -and would have the 1least
disruptive impact <n incentives to work, save and invest and

future planning for individuals and businesses.

The timing would seem ideal for gas deregulation beginning
in 1983 because it would serve as a revenue producei' and
come at a time when energy costs are declining. In the
long=-run, this may hold energy costs down and decrease our
reliance on foreign energy sources. Gas deregulation would

stimulate exploration efforts and promote conservation.

As a final option, and only if it is required to meet the
critical economic need for _a steady and significant

reduction in projected deficits, we would recommend a
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stretchout of the 10% July, 1983 individual tax cut. It

should be emphasized that we are opposed to any modification

of the 10% July, 1982 tax cut. We are also not recommending

an elimination of the 10% July, 1983 cut, but, only as a
last resort, a stretchout of its implementation in order to
reduce the deficit to acceptable 1levels and to permit a
lower and more reasonable level of interest rates. Undef
present circumstances, we believe that individuals will
benefit more from éhe stimulation of the economy that would
result from lower interest rates than they would lose from a
short delay, or minor modification in the implementation of

the 1983 cut.

We strongly believe that ERTA provided important incentives
for increased capital formation that are -essential for
future economic growth, Changes in the tax law, however,
cannot, by themselves, dictate investment decisions. A
capital spending boom could not have been expected in the
face of the current high levels of interest rates and the
slowdown in our economy. Investment decisions are a
function of profit opportunities, market forces and interest
rates, as well as taxes. We would oppose changes to any

other provisions of ERTA, with the exception of
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tightening of the safe harbor leasing rules to eliminate any

potential for abuse.

The Administration has proposed tax revisions and improved
collection and enforcement proceduies that would raise about
s12 billfon in Flscal Year 1983 and $35 billion in the
succéeding two fiscal years. Most of these measures would
apply to business and would reduce business' benefit from
ERTA by about 40% for Fiscal Years 1983-85, The business
community does not object to the government's improvemént of
its tax coll_ection procedures, There is, however, strong
opposition in the businegs community to the Administration's

proéosed alternative minimum tax on corporations.

It should be noted for the record that business received a
substantially smaller portion of the total tax reduction
provided by ERTA than it received in other major tax
reduction acts, such as the Revenue Acts of 1962, 1964 and
1978. We do not say this by way of complaint, because we

supported ERTA, but we say this for the record because now
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is not the time to kill the goose that lays the golden eggs

in the form of more jobs.

The proposal for an alternative minimum tax on corporations

is widely viewed in the business community as an ill-advised

attempt at substantive tax reform that is seriously flawed

from both an economic and tax policy standpoint. Among the

Roundtable's specific reasons for opposing this measure we

would include the folowing:

) The minimum tax will constrain corporate cash flow

at a precarious time in our financial history.

o Its

The New York Times reported on March 12, 1982
that current corporate liquidity is at its

lowest point since World War II.

impact will fall unevenly throughout

industries.and taxpayers.

One company may have basically the same tax
picture as a competitor in the same industry,
except for the fact that it is engaged in a
large capital expansion’ program, and as a

result, is subject to the minimum tax while
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its competitor is not. The impact of the tax
could be particularly onerous for a company
trying to recover from a period of economic

distress by accelerating its growth.

‘o It is more sensible from a tax policy standpoint

to adjust perceived abuses in the tax law directly

rather than indirectly through a minimum tax.

If a particular provision is a problem or has
outlived its usefulness, the minimum tax is
an ineffective and incorrect way to cure the

ailment. -

o The minimum tax could neutralize many of the

benefits of ERTA.

Many companies in the steel industry estimate
that they will have higher future federal tax
bills as a result of the minimum tax than
they would have experienced if ERTA had not

been enacted,
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o The minimum tax reduces the value of the
investment tax credit, and in effect, penalizes
capital formation.

- A recent survey indicated that more than 50%
of the electri_c utilities would be adversely
affected by the minimum tax constricting the
utilization of their investment tax creéits,
particularly those with active, expansion

programs (creating jobs, etc.).

o The minimum tax could 1lead to large future
- business tax increases.

- Any - item on the widely-disputed "tax

expenditure” 1list could become a candidate

for inclusion on the list of tax preferences.

o The minimum tax will add tremendous complexity to
the tax laws and a new degree of uncertainty to

business planning.

The tragedy of the minimum tax is that recent financial
statements, adjusted for inflation under the mandate of FASB

Statement No. 33, indicate that many U.S. corporations have
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little or no real economic earnings, a problem which was

partially addressed by ERTA.

In Conclusion

'

\
Clearly this is a time for a bipartisan effort of Congress

and the President, working together, to produce a budget
plan which will show to the American people that the federal
government has control over its financial resources. The
economy cannot accept a stalemate in the budget process.
Time is of the essence; failure to act will delay the

recovery and most likely increase the projected deficits.

0355n



Exhibit 1

ADMINISTRATION PROJECTIONS OF BUDGET DEFICIT

1. Budget Deficit Estimates -~ Fiscal Years; Dollar Amount in Billions

1982 1983 1984 1985 1986 1987
AMministration forecast -98.6 -91.5 ~B2.9 -71.9 -66.0 ~53.2
Alternative deficit projections .
Higher growth/lower inflation -94.0 -74.7 -50.7 -23.9 ~0.6 28.8
Lower growth/higher inflation -102.8 =-108.3 -115,1 =-119.9 =-131.4 =-135.2
2. Bconomic Assumptions - Calendar Years; Percent Change:
1982 1983 1984 1985 1986 1987
Real GNP growth rate:
Administration forecast 3.0 5.2 4.9 4.6 4.3 4.3
Higher growth scenario 4.2 6.4 6.1 5.8 5.5 5.5
Lower growth scenario 1.8 4.0 3.7 3.4 3.1 3.1
Inflation (GNP deflator):
Administration forecast 7.2 5.5 4.9 4.6 4.6 4.4
Higher growth scenario 6.0 4.3 3.7 3.4 3.4 3.2
Lower growth scenario 8.4 7.7 6.1 5.8 5.8 5.6
Unemployment rate:
Administration forecast 8.9- 7.9 7.1 6.4 5.8 5.3
Higher growth scenario 8.6 7.1 5.7 4.5 3.3 2.3
Lower growth scenario 9.2 8.7 8.5 8.3 8.3 8.3
3. Total Deficit, Including Off-Budget Deficit - Fiscal Years;
Dollar Amount in Billions
1982 1983 1984 1985 1986 1987
Receipts 626.8 666.1 723.0 796.6 861.0 925.7
Outlays - 725.3 757.6 805.9 868.5 927.0 978.9
Budget Deficit -98.6 -91.5 -82.9 -71.9 -66.0 -53.2
Off-budget deficit -19.7 -15.7 -~14.3 -11.0 =-10.9 =9.3
Total deficit -118.3 -107.2 -97.2 -82,8 -77.0 <-62.5
Range _ -<113.7 -90.4 -65.0 -34.9 -l1.5 +19.5
to to to to to to
-122,5 =-124.0 ~129.4 -130.9 =-142.9 -144.7
4. Deficit Reduction Program
Assumed in the Above Estimates - Fiscal Years; ~ Dollar Amount in Billions
55.9 84.1 99.3 NA NA NA

Source: Budget of the U.S. Government for FY 83, February 1982.
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Exhibit 11

COMPARISON OF BUDGET DEFICIT PRQJECTIONS
(Dollar Amount in Billions)

Fiscal Years

1982 1983 lo84
3 3 3$
e Administration Forecast: 98.6 91.5 82.9
e Private Forecasts: ‘ '
Lawrence Chimerine (Chase Econcmetrics) 108 110-130 80-100
Michael K. Evans (Evans Bconomics) 109 125 ne
Kathleen Cooper (Security Pacific) 95-100 100-110 NA
James Frailick (Morgan Guaranty) 105-115 120-140 140-160
Alan Greenspan (Townsend-Greenspan) 98 120 ;.13-135
i)avid Jones (Aubrey G. Lanston) 95-100 120 130
Irwin Rellner (Manufacturers Hanover) 105 95 90
- Alan Lerner (Bankers Trust) 95 110-120 130-150
Don Maude (Merrill Lynch) 95-100 130-140 . 140-150
Allen Sinai (Data Resources) 107.2 108.7 103.6
(;ary Shilling (Shilling and Co.) 95-105 100-120 90-110
Robert Sinche (Bear Stearns) 100-105 145-150 150
John Wilson (Bank of America) 100-120 90-100 NA
® Range of Private Forecasts 95-120 90~-150 80-162
e Congressional Budget Office 111.0 120.6 128.9

94-278. O—82——5
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Exhibit IV
RECENT TRENDS IN DEBT MONETIZATION
(Dollar Amount in Billions)
New Federal Debt Percentage of
Unified Federal Purchased by New Federal
Fiscal Budget Borrowing Federal Borrowing
Year Deficit From Public Reserve Monetized
s s 3 $ [

1970 ~-2.9 5.1 3.6 70.6
1971 ~-23.0 19.2 7.8 40.8
1972 -23.4 18.5 5.8 31.4
1973 -14.9 19.2 3.7 19.3
1974 -4.7 3.0 5.5 183.3
1975 -45.2 50.8 4.3 8.5
1976 -66.4 82.9 9.7 1.7
1977 -57.9 71.9 10.3 14.3
1978 -48.8 58.8 10.1 17.2
1979* -27.7 33.6 0.7 2.1*
1980 -59.6 70.5 5.3 7.5
1981 ~57.9 79.3 3.6 4.5

Source: Harris Bank

Comment: * Since October 1979, the Federal Reserve is committed to control
the growth of money supply. This means that the Fed will no longer
monetize federal debt to stimulate a recovery, as it had done in
past cycles.
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Exhibit VI
TOTAL FEDERAL BUDGET SURPLUS OR DEFICIT*
AS A % OF GROSS NATIONAL PRODUCT
(Dollar Amounts in Billions)
Fiscal Year Amount As percent of GNP

$ [y
1958 -2.9 -0.7 -
1959 -12.9 -2.7
1960 .3 1
1961 -3.4 -7
1962 -7.1 ~1.3
1963 -4.8 . =.8
1964 -5.9 -1.0
1965 ~1.6 -2
1966 -3.8 =.5
1967 ~8.7 -l.1
1968 -25.2 -3.0
1969 3.2 .

. 1970 -2.8 -.3
1971 -23.0 -2.2
1972 -23.4 ~2.1
1973 -14.9 1.2
1974 -6.1 -4
1975 ~53.2 -3.6
1976 ~73.7 -4.5
1977 ~53.6 2.9
1978 ~-59.2 -2.8
1979 ~40.2 1.7
1980 -73.8 -2.9
1981 -78.9 -2.8
1982%* -118.3 -3.8
1983%+ ~107.2 -3.1

* Total Federal Budget Surplus or Deficits = Federal Unified Budget Deficits
or Surplus Plus Off-Budget Deficits B

** Administration Estimates
Source: Budget of the U.S. Government for Fiscal Year 1983, February 1982.
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STATEMENT OF RICHARD LESHER, PRESIDENT, U.S. CHAMBER
OF COMMERCE, WASHINGTON, D.C.

Senator Symms, Mr. Lesher. -

Mr. LesHER. Mr. Chairman and gentlemen of the committee, I
am Dick Lesher, president of the Chamber of Commerce of the
United States. And on behalf of our more than 225,000 member
companies and 5,000 local chambers and trade associations, we are
pleased to have this opportunity to testify before this distinguished
committee on the matter of taxes.

I will take a few moments just to summarize the statement that
we have submitted for the record.

Gentlemen, I realize that the issues before this committee are
complex, but sometimes we can get so fancy with fine tuning that
we lose sight of the basic issue here. Very simply, a major tax in-
crease now would be economic suicide. No one has shown me any
evidence that such an increase would significantly reduce the defi-
cit or that interest rates would miraculously take a nosedive on the
day that that bill is passed. But there is plenty of evidence, includ-
ing the lessons of history; to indicate that a tax increase would
stifle economic recovery, and actually reduce the revenues availa-
ble to the Government. Even the good Lord Keynes, who still has
more disciples around this town than we care to recognize, said,
“Given sufficient time to gather the fruits, a reduction of taxation
will run a better chance of balancing the budget than a tax in-
crease.

Have we given President Reagan’s tax programs sufficient time
to bear fruit? Just ask the American worker. In 1981, he received a
tax cut of exactly 1.25 percent, actually in real terms, much less
than that. And now he is told by some that Congress cut his taxes
too much last year. This is nonsense. The American people need
and deserve the full 25-percent reduction in tax rates that Congress
promised them last year. They deserve it because it's their money
to begin with, a fact that Washington wise often forget. They need
it simply to stay ahead of inflation, bracket creep, and the rising
social security taxes. And surely our Nation needs this program, in-
cluding the tax incentives passed for business, if we ever hope to
resume our position of world economic leadership.

Mr. Chairman, I know I have been blunt. But in recent days I've
seen a host of media reports claiming that the business community
is jumping ship as fast as it can from the Reagan economic pro-
gram. Let me set the record straight—as you have already been
hearing this morning. The U.S. Chamber of Commerce, which is
the Nation’s largest and most broadly based business federation,
has not backed off one bit. Our members, like all Americans, are
worried about the effects of high budget deficits, but we and the
majority of the general public are convinced that the only success-
ful formula for reducing them is economic growth, and cuts in Fed-
eral spending. We remain committed to the President’s four-point
program of tax cuts, reduction in the growth of Federal spending,
regulatory relief, and steady moderate monetary growth. The need
for this positive economic program is even more compelling today
than it was a year ago. I'm confident that growth will be ours if we
can convince you to leave the tax cuts alone. We can finally have
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real spending control, too, once Congress summons the political
courage to make some very tough decisions.

On behalf of the U.S. Chamber, we stand ready to give whatever
guidance and support you need to accomplish this task.

Thank you very much.

[The prepared statement follows:]
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STATEMENT
on
TAX PROPOSALS
before the
SENATE FINANCE COMMITTEE
for the
CHAMBER OF COMMERCE OF THE UNITED STATES
by
Richard L. Lesher
March 19, 1982
I am Richard L. Lesher, President of the Charber of Commerce of the United
States, On behalf of our more than 225,000 businesses, chambers and associations,
I welcome this opportunity to testify on tax proposals. I am accompanied by
Richard L. Breault, Vice President, Program and Federation Development, David E.
Franasiak, Director of the Tax Policy Center and Dr. Ronald D. Utt, Associate Chief

Economist for Economic Policy.

SUMMARY

The Chamber remains firmly committed to the Administration's four-point
economic recovery program of tax cuts, reduction in the growth of federal spending,
regulatory relief, and steady, moderate monetary growth, In particular, we
continue to support the principles of the Economic Recovery Tax Act of 1981 and
recommend against enactment of any major tax increases., A tax increase is a grave
error. It would stunt economic recovery and fail to solve the deficit problem.

We share the concern that many members of this Commt&tee and others have
expressed regarding the large deficits forecast for 1983 and beyond. These
deficits can and should be reduced. But the proper way to reduce these deficits is
through spending cuts, not tax increases.

wWith federal outlays now at an all-time high of nearly 24 percent of GNP,
Congress can unquestionably make significant reductions in spending. We generally
support the Administration's spending reduction proposals. Additionally, we
suggest: -

o Further reductions in entitlements and other non-defense spending,

o A smaller defense increase, and :

O A one-year freeze on all cost of living adjustments (COLA).

The freeze on COLAs alone would save $24 billion. Together, these savings would be
large enough to shrink the deficit meaningfully.
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CUT SPENDING; DO NOT INCREASE TAXES

The public {8 concerned about the deficits. In response, some members of
the Administration, the Congress and even private sector have begun to advocate tax
increases. We agree that the deficit is a problem. However, enactment of a major
tax increase would be a grave mistake which would jeopardize the well-being of our
citizenry. The Economic Recovery Tax Act of 1981 (ERTA) is the cornerstone of a
compréhensive set of policies to revitalize the economy and ensure stable growth in
the standard of living. Over the past several years the Chamber has encouraged
policies to enhance productivity growth, boost savings and investment, and improve
our competitiveness in world markets. Last year, the President proposed, and
Congress enacted, a series of bold tax cuts to achieve these goals.

The need for a positive economic program is even more pressing today than it
was a year ago, and the problem is now compounded by a recession that spread faster
and further than anyone anticipated a few months ago.

Under these circumstances, it is counterproductive to enact tax increases or
delay the already enacted tax cuts. Tax increases reduce consumer spending power
and businesses' ability to invest, thus slowing private economic activity and
raising unemployment. As Appendix 1 shows, tax increases of the size sought by the
Administration will cost the economy significant and growing amounts of income,
employment and sales. Greater tax increases would have proportionally more
damaging effects. The Committee should note that the imminent recovery predicted
by virtually all forecasters depends on the tax cuts becoming effective as

“legislated. )

Concern for deficits, while clearly jﬁstifted, can be misguided when not
related to the primary objective of the Program for Economic Recovery -- reducing
the share of national income that accrues to government. This share has reached
record levels. Lowering it should be the major goal of public policymakers.

Debate over the source of this share -- taxes or borrowing -- distracts from our
primary objective of reducing government spending and may even preclude our ever
attaining it.

The deficit is a symptom of deeper problems. The current deficit is a
result of excessive federal spending over the past twenty years. The Congress has
failed to come to grips with entitlement programs that continue to grow at rates in
excess of the Nation's ability to finance both them and other urgent national
objectives. In effect, a tax increase this year would be an acknowledgement of our

failure to control spending.
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We at the Chamber find this attitude to be dangerously premature. A large
deficit provides a reluctant Congress with a powerful !ncentivé to cut spending
growth, Raising taxes diminishes this incentive and reduces the sense of fiscal
urgency required to make the tough choices on budget priorities.

Expressed this way, the appropriate policy response to our deficit problem
is to seek further cuts in federal spending, with no area of the budget exempt from
consideration. In part, the current budgetary dilemma stems from decisions made by
the Administration, with Congress' concurrence, to exclude defense and Social
Security spending from the budget reduction exercise. While such a decision may
have been appropriate last year, such an exclusion is undesirable while the Nation
is confronting what amounts to a fiscal emergency.

History of Tax Rate Changes

The history of tax rate changes in this country and abroad makes this point
forcefully. To cite just a few examples: Rate reductions in the U. S. in the
19208, 1946, 1948, 1964-65, and 1978 (for capital gains) all led to dramatic growth
in revenues. Conversely, rate increases in 1916-20, 1932, and 1968-69 were quickly
followed by sharp drops in reported income, tax collections, and economic
activity. Rate reductions in Germany in 1948, Japan in 1950, and Puerto Rico in
1977-79 were followed by steep upturns in economic growth and tax receipts.

The most egregious instance, which is somewhat similar to today's
circumstances, occurred in 1932. Then, as today, the economy was in a slump and
the deficit was growing. The Hoover Administration and Congress agreed to raise
taxes by $300 million, or nearly 30 percent of the 1931 level. However, receipts
actually fell by $1.2 billion in 1932, the deficit widened from $0.5 billion to
$2.7 billion, and the depression worsened.

Business Uncertainty

Constant modification of the tax code leads to greater business uncertainty
and hampers corporate investment. Stability in the tax system is essential to the
goal of stimulating the economy through business expansion. However, businesses
cannot make investment decisions when tax policy changes from day to day. ERTA
was aimed at stimulating capital investment by providing for accelerated
depreciation, larger investment tax credits, and safe-harbor leasing. When
proposals are made to repeal a major portion of these tax incentives within six
months after the enactment of that bill, businesses will not make a decision to

invest that may be at all dependent on these incentives.
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Public Opposes Tax Increases

The public opposes tax increases. In the latest U.S. Chamber-Gallup
Consumer Opinion Survey, conducted in December, only 4 percent favored tax
increases alone, and only 21 percent favored a combination of tax increases and
spending cuts to lower the deficit. More than twice as many respondents preferred
reducing spending alone. That poll also showed better than 2-1 support for more
spending cuts, and strong opposition to a variety of consumer tax increases. (See
Appendix 2 for full text of questions and responses.) Other recent polls find the
same attitudes prevail.

In sum, a tax increase now will be unpopular and will retard economic
growth, It may not nairrow the deficit appreciably, and even if it dces, such a
result is irrelevant to lowering interest rates or improving economic well being.
There is8 no good rationale for a tax increase. ;
Individual Income Tax

Among the most frequently suggested tax increases here on Capitol Hill is
the delay of the individual rate cuts., A large portion of the U.S. Chamber's
225,000 members consists of unincorporated businesses that report their business
incomes as individual taxpayers. The three-year individual rate cuts are the
backbone of the individual relief under ERTA. As enacted, they are already scaled
back in time and amount from the President's original proposal for 10 percent cuts
in 1981, 1982, and 1983, The enacted cuts are barely sufficient to keep most
taxpayers whole, even given the recent lessening of inflation. Any delay would
allow personal and business tax burdens to rise above their record high levels and
would seriously undermine ERTA's incentives for individual work, saving and
investment.

Corporate Tax

The media has projected the perception on Capitol Hill and around the
country that corporations no longer pay any income taxes. In response to this
perception, legislators have proposed the repeal of safe-harbor leasing and the
adoption of an alternative minimum tax.

The corporate income tax is not dead. The 1983 Budget figures show that .
after a one-year drop in receipts from $61 billion in fiscal 1981 to $47 billion
this year (due as much to the recession as to ERTA), corporate tax receipts are
projected to climb rapidly to $65 billion in 1983, $84 billion in 1984, and $88
billion in 1985. In fact, between 1982 and 1984, the corporate share of total
receipts would grow from 7.5 to 11.6 percent, while every other revenue source
remains virtually steady or declines as a share of total receipts. To quote Samuel

Clemens: "The reports of my death are greatly exaggerated.”
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In considering corporate tax changes, Congress should zlso bear in mind that
corporate taxes are actually paid by individuals--consumers, employees,
shareholders, pensioners. The corporation acts only as tax collector for the
government. If the corporate income tax is increased, companies will pass on the
burden to customers by raising prices; to workers by laying off staff, shortening
hours, or reducing wage and benefit increases; and to shareholders by realizing
lower profits. Retirees can lose in all three capacities, facing higher consumer
prices, smaller pension fund contributions by the companies, and slower growth in
dividends and stock prices whether owned directly or through their pension fund.
The relative effect varies from one firm to another, but in all cases it is
individuals who suffer, not companies.

Safe-Harbor Leasing

Safe-harbor leasing is an important part of the Accelerated Cost Recovery
System (ACRS) enacted in ERTA., It spreads the benefits by allowing economically
sound companies with temporary losses to utilize ACRS fully, and in this way
facilitates increased investment in new plant and equipment. If the Congress
believes that there are abuses in the use of these provisions, it should be certain
to define the abuses correctly and modify the safe-harbor leasing rules
accordingly. Leasing is designed to stimulate the economy by encouraging capital
investment and should not be repealed solely because of "bad public perceptions”.

Moreover, the Chamber supports the expansion of the safe harbor leasing
provisions to allow closely held businesses to participate as lessors without the
application of the "at~risk® rules contained in Section 465 of the Internal Revenue
Code. Under the present rules, small businesses in which 50 percent or more of the
value of the outstanding stock is owned directly or indirectly by not more than
five individuals are effectively denied the opportunity to participate as lessors.

Safe~harbor leasing helps assure that the entire economy will be stimulated
without encouraging unsound investments made strictly as tax shelters, and it
substantially reduces the complerity and uncertainty under the old leasing rules.
For these reasons, we oppose repeal of the leasing provisions and support changes
to allow full participation by.the small businesses.

Minimum Tax

There is no adequate rationale for enacting the alternative corporate
minimum tax., It is not responsive to criticisms that corporations pay no taxes,
and it does little to close the budget deficit while causing great distortions in
investwment activity,
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The Treasury's proposal undermines ACRS. Under the proposal, the investment
tax credit could not be used to reduce the minimum tax due. Accelerated
depreciation and larger investment tax credits were enacted to encourage capital
investment., Disallowing the application of the investment tax credit to the
corporate minimum tax would greatly weaken the investment incentive which last
summer Congress agreed was so desperately needed to stimulate economic recovery.
That need is still present today. In circumstances where a company would be
subject to the minimum tax for a period of years, the benefit conferred by the
inveatment tax credit may in certain cases be reduced from 90% to as little as 67%
of regular tax liability.

Another problem with the minimum tax proposal is that net operating loss
carryovers may not be considered in computing the alternative minimum tax base.

The impact of the tax can be pagticularly onerous for firms or industries
recovering from a period of economic distress and firms attempting to accelerate
growth with heavy investments in reseaéch or capital assets.

The minimum tax would also cause great complexity in business planning.
Under the alternative minimum tax, corporations which have tax deductions resulting
from a variety of different operations covered by the tax preference items would be
subject to the minimum tax. Other corporations which have even more deductions to
offset income may not be subject to the minimum tax if these deductions are not in
the tax preference areas. Thus, the capricious selection of certain corporate tax
deductions as tax preference items xesﬁlts in discrimination between taxpayers.

We strongly oppose any substantive changes in the treatment of the foreign
tax credit as it relates to the corporate minimum tax. The credit operates to
prevent double taxation of foreign earnings. A denial of credit for taxes
previously paid abroad would be inequitable to those corporations with foreign
operations. Without such credits, operating costs are increased and
competitiveness is lowered.

Accelérated Corporate Tax Payment

The proposal to increase federal revenues by an acceleration of corporate
payments would increase tax burdens for thousands of companies while providing only
a one-ghot benefit to the Treasury. Although the propcsal would require companies
to make estimated payments of onl:) 908 of the tax due, many firms say they would in
effect be forced to overpay their taxes to be sure of avoiding the penalty for
underpayment. An increase in the penalty provisions for underpayment of taxes
exacerbates this problem. ERTA changed the i.terest rate penalty from 12% to the
prime rate in effect the prior September, which means the rate is now 20%. The
speed-up particularly impacts firms in cyclical industries and others with
fluctuating income because these companies cannot rely on prior year's earnings to

estimate current liability accurately.
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Dividend and Interest Withholding

We oppose the Administration's plan to require five percent withholding on
dividends and interest. This plan would result in heavy compliance costs for
hard-pressed financial institutions and other payors, and in over-
withholding from many law-abiding taxpayers, while failing to effectively stop tax
avasfon. There are other steps Congress and the IRS should examine short of
imposing these costly and unjust burdens.

IRS Personnel Increase

The Chamber supports the proposal to add 5,225 more staff members to the
Internal Reverue Service, provided the additional personnel are used to maximize
compliance and reduce tax evasion rather than to add to the burdens of the
overwhelming majority of taxpayers who are law~abiding. The IRS has been given
tasks of steadily increasing complexity, without the added personnel to match.
Meanwhile, the perception of spreading tax evasion has grown. These new personnel,
wisely used, can increase both compliance and public confidence in the tax system.
Higher collections from existing law reduce the impetus to impose burdensome new
taxes.
conclusion

We continue to support President Reagan's four-point economic recovery
program because it offers a complete formula for long~term economic growth. The
deficit problem must be addressed by slowing the growth in government programs, not
through increased taxes. Higher taxes do not guarantee a balanced budget, only
slower economic growth, less employment, and chronic stagflation. An increase in
taxes at this time will only relieve the pressure for further budget cuts and
hamper the economic recovery. We urge Congress to allow the economic recovery
program, which you overwhelmingly supported less than a year ago, to work. Do not
take back the individual and business tax cuts before they can operate to

rejuvenate our economy.

—_—f——

APPENDIX 1

Economic Effects of Tax Increases, 1983-86

1983 _1984 1985 _1986

GNP (billions of §) ° - 3,7 -15.3 =37.2 -68.2
After-tax corporate profits (billions of $) ~13.3 ~20.6 =-23.7 -28.9
Emplc:ment (millions) 0.0 - 0.1 ~-0.3 =~ 0.5
New car saler (millions) 0.0 ~-0.2 =-0.4 -0.7

Source: U.S. Chamber of Commerce, Forecast Center.

Assumes tax increases as listed in the 1983 Budget: $12.7
billion in fiscal 1983,:$19.0 billion in fiscal 1984, $18.2
billion in f{:scal 1985, and $17.7 billion in fiscal 1986.
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APPENDIX 2
Consumer Attitudes Toward Spending Cuts and Tax Increases

In January, additional reductions ‘n government spending may be proposed
in order to reduce the size of the federal government deficit and move
cloger to a balanced budget. Would you strongly favor, somewhat favor,

somewhat oppose, or strongly oppose making additional reductions in federal
government spending?

Strongly Somewhat Somewhat Strongly Don't
favor favor oppose oppose know
318 288 14% 128 15%

1f you had to choose, which of the following would you prefer to do in
order to reduce the size of the federal deficit: reduce federal government
spending, increase federal taxes, or would you prefer to both reduce federal
spending and increase federal taxes?

Reduce Increase Both reduce Neither
federal federal spending and (Volun~- Don't
_spending taxes increase taxes teered) know
54%¢ 4% 21% 8% 13%

Last summer, income tax rates were cut by 25 percent, and scheduled to
go into effect in three stages as shown on this card. Recently, some people
have proposed that the tax cuts scheduled for July 1982 and July 1983 both be
postponed six months in order to reduce the deficit in the federal budget.
Other people have proposed that these two tax cuts both be put into effect six
months earlier, or postponing them by six months, or letting them go into
effect in July 1982 and July 1983 as scheduled?

Start six Postpone Start as No tax cut Don't
months earlier six months - scheduled {volunteered) know
308 21% 29% ki } 17%

Another proposal is to eliminate the federal income tax deduction for
interest paid on consumer loans, except that interest paid on a loan to buy an
automobile would still be deductible. Would you favor or oppose eliminating
the federal income tax deduction for interest on consumer loans, except for
interest on automobile loans?

Pavor_elimination Oppose elimination Don't know
28% 52% 20%

Source: U.S. Chamber~Gallup Consumer Opinion Survey

The survey involved 1,480 face-to-face interviews by The Gallup Organization
with a representative sample of the U.S. public, 18 years and older conducted
between December 11-14, 1981. It is very probable (95 chances out of 100)
that the survey findings are within three percentage points of the figures
that would have been obtained if the entire adult population had been
interviewed.

94-218 0—82——6
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Senator Symms. Thank you all for very excellent statements.
Senator Baucus, any questions?

Senator Baucus. %,\Io.

Senator Symms. Senator Grassley.

Senator GrAsSLEY. I think you, Dr. Lesher, have laid it out very
clearly and shown there is some difference between the solution your
organization proposes for solving economic problems as opposed to
other business organizations. From my standpoint as a basic support-
er of the President’s program as well as for my ideas for reducing the
deficit this year, I want to compliment you on your stand. To make it
clear for the record, do you support whatever measures need to be
taken to reduce the deficit on the expenditure side as opposed to the
revenue side?

Mr. LesHer. That’s correct.

Senator GraAssLEY. In other words, you aren’t suggesting any
change in tax laws Passed last year at all?

Mr. LesHeR. That’s correct.

Senator GrassLEY. And you aren’t suggesting raising any other
sort of revenue from excise taxes?

Mr. LesHER. That is correct.

Senator GRASSLEY. You aren’t suggesting undoing the third year
of the tax cut as has been suggested by some?

Mr. LesHER. We think that that would be a very grave error. We
think one of the beauties of last year’s tax package, which was
given leadership by this committee, was the stability implied in a
3-year program. If we tinker with tax policy on a day-to-day or
week-to-week or month-to-month bhasis, we will continue to see in-
stability in policy and instability in financial markets. We believe
that the tax reductions of last year should be kept, plus those that
don’t come into play until later this year and next year. We believe
that the job has not even been started on the other side of the
ledger, and it’s time to focus attention, exclusively, on that side of
the ledger so that we can get spending reductions and the growth
of Government undaor control.

Senator GrRAssLEY. I know you stated broad support for the Presi-
dent’s program. I've offered an alternative to what the President
suggested with Congressman Denny Smith from the State of Oregon.
Our program would freeze 1983 expenditures at 1982 levels to
quickly ratify last year’s budget decisions to make an impact on the
business and financial community. I would like to know your com-
ments on our approach—is it to great a departure from the Presi-
dent’s program to merit any consideration? You see some
adjustments in entitlements and COLA’s beyond what the President
has suggested? It is reasonable to change the level of defense
expenditures below what the President suggested? Would your sup-
port of the President’s program preclude your looking and consider-
ing alternatives like Congressman Smith and I have suggested?

Mr. LesHEr. We would encourage everyone to take a positive
look at the Smith-Grassley bill, including the tax side of that bill.
We believe retention of the tax reductions that were passed last
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ear are very much in order as we have already stated. And we

lieve that there are some technical difficulties with the freez.> on

the spending side, but it is a proposal which does focus attention in
the right direction. And, therefore, it is to be commended.

We, specifically, would go further in proposed reductions than
have been submitted by the administration. And we would be
pleased to submit to this committee, as we have done in the past, a
detailed list of the amounts that could be reduced from other pro-
grams, including the Defense Department.

Senator GrassLEY. Do you see any problems with the concept of
a freeze as opposed to the budget adjustments proposed by the
President?

Mr. LesHeR. I think the concept is fine. I think there are some
technical difficulties, increased enrollments, in certain parts of pro-
grams. And if you have an absolute freeze, you would have to make
that up somewhere else. Programs of that kind, and multiyear con-
tracts are problems that can be dealt with. I am so weary of hear-
ing the suggestions that so much of the Federal budget is fixed in
concrete, and uncontrollable. I suggest that every last nickel in the
Federal budget, in the longer sweep of things, is, indeed, controlla-
ble. And the responsibility for that control rests in the two Houses
of the Congress.

Senator GrassLEY. What's your prognosis on the economy in the
near term or let’s say in the next 6 months?

Mr. LessHEr. We have a fairly optimistic outlook for the economy.
We believe that the worst of the recession is behind us. We believe
that we are going to see economic growth through the balance of
this year. In fact, the news this morning suggests that some of that
growth is beginning to take place. We believe that unemployment
will decline, that inflation will stay down, that interest rates will
begin a decline which will continue not only through the balance of
this year, but through most of next year. On balance, we think the
recession is—the worst is behind us. And this is going to be a
growth year.

Senator Symms. Thank you very much.

Senator Grassley, in your Grassley-Smith plan, when would you
achieve a balanced budget? What's projected?

Senator GRAsSLEY. According to CBO figures-which I think repre-
sent a middle ground between certain other projections, the budget
would be balanced by late 1984 or 1985.

Senator Symms. And that’s a freeze on all across the board?

Senator GrassLEY. Yes, all budget functions would be frozen
including COLA’s and entitlements. This would be a significant
reduction in what the President proposes to spend in those areas.
There would be some increase in discretionary categories, but there
would be much less spending in defense.

Senator Symms. One area of taxes that I have said that might be
worth considering—and I have been surprised that the Treasury
hasn’t brought it up or the administration because Secretary Lewis
has been talking about the necessity. And I think that most Ameri-
cans, particularly in the northern part of the United States when
they start driving their automobiles here and see the break up of
the roads, they are probably going to be concerned about the qual-
ity of the transportation system in this country, or the highway
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system. How do you feel about raising the Federal fuel users’ fee
and users’ fee in general for increasing our ability to maintain the
highway system? I would just like to ask the question of each one
of you. I mean money that would be dedicated into the trust fund
for transportation uses.

Mr. LesHER. Basically, we support the concept of user fees. But
the way the proposal is generated at the present time, it’s an excise
tax on fuel. And we be%ieve that the excise taxes on gasoline are
already too high. And we would oppose additional increase in taxes
for a whole host of reasons, not the least of which is that you don’t
normally increase taxes during a recession period.

Senator Symms. Dr. Walker.

Dr. WALKER. In general, I subscribe to the view that you do not
raise taxes during a recession, but I want to look a little beyond
that. I assume, as Dr. Lesher does that there will be a recovery. It
will probably be somewhat on the anemic side. But, looking ahead
and speaking for myself, I think there is a strong case in favor of
some tax increases in the energy area. The deregulation of natural
gas, accompanied by an across-the-board severence tax, an oil
import fee, or perhaps a gasoline tax could certainly be justified. If
Congress wanted to dedicate some of the revenues raised to high-
ways, perhaps this could be done. :

nator SymMs. How's the impact on the commerce of the coun-
try going to be if we let our highway system decline?

Dr. WALKER. I share your concern on that, sir, and I am not ar-
guing against it. I suggested that increased taxes in the energy
area and some dedication of the revenues to maintain the highway
system has considerable merit.

Senator Symms. Mr. Huard.

Mr. Huarp. Well, Senator, I have several comments on that.
One, if in fact, the funds from an increased tax were to be dedi-
cated to improving the highway network, that would be consistent
with our general view in the user fee area, for instance, that people
who are getting the service ought to be willing to pay a fair price
for it. And I think to that extent we would be inclined to be sympa-
thetic with it.

If viewed as an excise tax, I'm inclined to agree with Dr. Lesher
and Dr. Walker that this is probably not the time to increase any
taxes. I will state, however, that we are more inclinced to be sym-
pathetic to a tax on consumption rather than a tax on income, sav-
ings or capital because of the fact, as we stated previously, we
think that if we are going to have a prolonged and sustained recov-
ery, we have to keep the gains we made last year in the 1981 act in
reversing the bias against savings and investment.

Senator SymMms. Mr. Brophy.

Mr. BrorHY. Yes. We would favor increased user fees or excise
taxes. We've suggested that even after we've made all the budget
cuts that can be made, and we reemphasize that the burden of re-
ducing the deficit has to fall on cutting spending, that even beyond
that so that we are not operating on a best case set of assumptions,
which T believe the budget was built on, assumptions that even
today have seen deterioration, that there will be some need for ad-
ditional revenues. And we would favor those revenues in the first
instance to come from excise taxes and consumption taxes. Particu-
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larly, with the reduction in the cost of fuel, a tax on gas, an excise
tax on gasoline, would appear to be one feasibility.
lgggn.ator Symms. Well, didn’'t you advocate, though, slipping the

My. BrorHY. We did that also as a last resort. Yes.

Senator SymMms. When you look at the social security system and
see that since 1970 that the payments have been increased 205 per-
cent and you look at the wage rates in the country where weekly
earnings have only been increased 121 percent before tax dollars,
wouldn’t that be very inequitable not to address the COLA’s first
before we talk about that?

Mr. BrorHY. We surely agree with you. We believe that indexing
on entitlement programs has to be the first area that has to be ad-
dressed in order to get deficits under control. The entitlement pro-
grams have been growing at a rate in excess of 15 percent a year.
We've had a situation where the benefits that have been delivered
have exceeded inflation by almost any reasonable measure. We
have anomalous situations t{mat have been created where retired
Federal employees are receiving larger pensions than the incum-
bents are receiving in salaries. I was very pleased last Wednesday
to read in the New York Times that the American Association of
Retired People had indicated that they would willingly accept or at
least accept a cut in the growth of.entitlements if that would cut
the deficit. So I think there is a changing perception in the Ameri-
can people. They are concerned abnut the deficits, and are willing
to step up and accept those small sacrifices that are necessary.

Senator Symms. Mr. Lesher.

Mr. LesHER. Mr. Chairman, if I could just add a comment there.
The total amount that could be saved on the spending side of the
ledger is on the order of $24 billion just in terms of a freeze on
COLA'’s. And that shotild be considered against the backdrop or the
fact that——

Senator Symms. Say tuat number again.

Mr. LesHer. $24 billion out of this year’s budget considerations
could be saved b},\; freezing all COLA’s in the Federal expenditure
programs. And that should be considered against the backdrop of
the fact that in the private sector, less than 5 percent of salaries
and far less than 5 percent of pensions are indexed in any way at
all. So I think there is a general feeling by the general public, a
question of why we could be so generous in the public sector with-
out demonstrating the need as compared to what is taking place in
the private sector.

Senator Symms. I absolutely agree. I think anything less than
freezing COLA’s right now is absolutely irresponsible on the part of
the Congress. And we have to do it. And we just have to go out and
explain it to people. And I think they will accept it.

I want to ask you another question on the interest rate question.
What would you do differently than Paul Volcker if you were
chairman of the Federal Reserve Board?

Mr. LEsHER. You are talking to me?

Senator Symms. Yes. [Laughter.]

I asked one economist that question and he said he would take
the job if the President would just promise him he would be the
last chairman of the Federal Reserve Board and he could abolish it.
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Mr. LesHER. I would not go that far. I believe that the stated pur-
pose of the administration and the Federal Reserve is very much in
order. I believe it is a very difficult job to have a handle on the
money supply at all times. The data come in well after the fact.
But so long as they continue to do their best to attempt to hold
down the growth of the money supply and have a stable hand on
the tiller, let’s just hope they get a little bit better in the actuality.

Senator Symms. Well, do you think with all the modern comput-
ers and technology that we have—why can’t they come a little
closer to their money targets?

Mr. LesHER. I don’t know the answer to that. But I believe that
their targets are in order, their policies are in order, and we would
encourage them to continue on the track that they are on.

Senator Symms. What'’s the explanation, though, for when the
real rate of inflation is 5 percent—it has been the last several
months—and the prime rate is say 16 or 17 percent? Why the big
difference?

Mr. LesHeER. You ask several different people that question and
you will get several different answers. My belief is that part of that
is due to the extraordinary cost of funds because we have funda-
mentally altered our financial institutions. And the cost of funds is
substantially higher than at any prior time in history. Notwith-
standing that, I do believe that that problem is aggravated by un-
certainty in public policies. And this is what I referred to earlier by
stating the beauty of last year’s tax actions cast a degree of stabil-
ity because we forecast a 3-year stable tax program. Now, every
day, there’s a new proposal which casts more uncertainty on finan-
cial markets.

Senator Symms. But don’t you think that also part of it is just a
matter of confidence? That the public is waiting to see whether
Congress is really going to address the issue of 60 percent of the
budget going out for entitlements, escalating toward 90 percent?

Mr. LesHER. The third part of my answer is that I believe the
general public is a lot smarter than some people give them credit
for. And they are concerned about spending because they know
that spending has been increasing and will continue. to increase
under present programs. Notwithstanding all the talk about spend-
ing reductions, Federal spending, as you know better than I, con-
tinues to leap forward dramatically. And the general public and
the financial markets are concerned about that.

Senator Symms, Dr. Walker.

Dr. WaLker. I agree with what Dr. Lesher has said. I simply
want to emphasize one point. The people who make the basic deci-
sions on buying or selling long-term securities, Government bonds,
et cetera—and these are not the people on Wall Street that you see
on the front page of the New York Times or the TV rushing
around in all the ticker tape and so on. These are the men and
women who run the investment accounts for pension funds, insur-
ance companies and trust accounts of commercial banks. These are
the key people. And they are simply not convinced that the decline
in the inflation rate, which is very substantial, is real and won't go
away. They are afraid of two things. First, they are afraid of the
huge, triple digit deficits that loom ahead. Second, they are afraid
that political pressure is going to force the Fed back into a politi-
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cally motivated, excessive expansion of the money supply. They
were burned all through the 1970’s in that respect, and they are
not going to be burned again.

Dr. Milton Friedman gave me another piece of information to
help explain why real rates of interest have stayed so high. He said
that in practically all other situations where hyperinflation dropped
off sharply, the real rate of interest stayed high for a considerable
period of time as the economy moved down the inflation scale.
Expectations don’t change as fast as those figures change.

enator-SymmMs. Did you have something you wanted to put in
the record, Senator?

Senator GrRAsSLEY. No.

Senator Symms. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Gentlemen, I
wonder if we could be a little more precise about this. Everybody
wants to lower the deficit. Let’s take CBO’s figures. CBO estimates
that the deficit for fiscal 1983 would be $176 billion; fiscal 1984 has
a deficit of $206 billion; and for fiscal 1985, $226 billion. That’s as-
suming no change in the law. And I think that’s a fair basis on
which to begin because it is problematic whether Congress is going
to change the law, cut further, whether it’s domestic spending, en-
titlement expense, or revenue. :

Now what happens if Congress does not make any significant
further cuts in spending? As you know, Senator Grassley talks
about a freeze only of 1982. genator Hollings’ is a freeze. The
authorizing committees in the Congress in both the House and the
Senate and there are reports that the Budget Committee recom-
mends no further cuts in 1982 in their estimates to the Budget
Committec. So for a practical matter, I think it is safe to assume
that there may not be any major cuts—further major cuts—in do-
mesg}gspendingialone.

Now let’s take defense. The President does not want any cuts in |
defense spending. He has stated that very clearly time and time
again. He has also stated that he doesn’t want any changes in the
entitlement. program. He is pushing it off onto the Commission
until next year. So what is going to happen? Where are we going to
gut? !—)Iow are we going to find the areas to cut to get that deficit

own?

. Mr. LesHEr. The testimony this morning was to suggest that
some of us at least believe that there should be substantial cuts in
virtually all parts of the budget, including the rate of growth of
Federal spending in the Defense Department.

Senator Baucus. Let me back up a little bit. Assuming that
CBO’s estimates, $176 deficit for 1983, is correct, how- quickly or
how much do you want to cut that deficit beyond what is projected
at this point? :

~ Mr. LesnHeR. I would not accept CBO’s estimates of that deficit.
Their track record has not been very admirable in forecasting
either the deficit or econornic growth.

- Senator Baucus. Well, I don’t want to argue, but they are much
better than the administration’s in this regard. I will tell you that.

Mr. LEsHER. I don’t think that’s correct.

Senator Baucus. It is for the deficits for fiscal 1982, 1983. We are
not in 1983 yet, but it certainly is for 1981, 1982.
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But anyway, let’s just take the CBO estimates because the Con-
gress will take those deficit numbers. Not only that, I think most
people in the country take those figures more than they take many
other estimates, as a general rule. Just for the sake of argument so
we know where we are starting from, how much would you cut
from that deficit? How quickly? What year? Dr. Walker.

Dr. WaLkER. I would like to see the deficit begin to move down.
For fiscal 1983, which is a recession year, I would hope to take as a
target, the President’s mark of $91.5 billion. And, I think there are
revenue actions and spending cuts that are possuble to get close to
that figure. But, more importantly, from there on, in 1984-86, we
must sﬁuw real progress in brmgmg down those deficits.

Senator Baucus. Well, let’s assume that Congress does not make
further cuts in domestic spending.

Dr. WALKER. Then you won’t make it.

Senator Baucus. Then where do you recommend Congress go to
get that deficit down, to cut it say 20 or 30 percent?

Dr. WALKER. I just cannot contemplate that, sir.

Senator Baucus. Let’s say if. If there are no cuts beyond 1982
spending levels in domestic spending alone, give or take a few bil-
lion dollars, where do you think Congress should go to get the defi-
cit down?

Dr. WALKER. I do not think you should cut defense spending. I
wear another hat as a chairman of a group called The Committee
on the Present Danger. And in 1980, we drew up a defense pro-
gram—and this wasn’t just throwing dollars around——

Senator Baucus. We don’t have much time. I am just trying to
narrow this down.

Dr. WALKER. I'm trying to answer your question.

Senator Baucus. All right. If not defense, then where?

Dr. WALKER. You cannot do it if you rule out all domestic spend-
ing. It is just impossible.

Senator Baucus. If it is not defense, and I think it is fair to say
this Congress is not going to make further substantial cuts in do-
mestic spending, and if it is not defense, that leaves only entitle-
ments and revenue.

Dr. WALKER. I included entitlements in domestic spending. The
Congress must take action on entitlements spending.

Senator Baucus. But how are we going to move if the President
doesn’t want to move?

Dr. WALKER. I cannot say what the President and the adminis-
tration will do ultimately, but this is a very early stage in the ne-
gotiations. The President has made quite clear that he wants to see
what the Congress proposes.

Senator Baucus. Well, the President proposes the budget. Don't
you think the President should propose changes in entitlements?

Dr. WALKER. He proposed the budget.

Senator Baucus. But he didn’t propose any changes in entitle-
ments.

Dr. WaLkER. No, Senator, I think he proposed some changes in
entitlements.

Senator Baucus. Not specific.

Dr. WALKER. No, sir, they were not specific.
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Senator Baucus. Not in the way you are talking about. No. Don’t
you think the President, if you are going to be consistent, should
propose a change in the entitlement programs?

Dr. WALKER. If I were the President, I would stay right where 1
am right now, and wait and see whether a bipartisan coalition in
the Congress can unite behind a plan that has every chance of pas-

sage.

%enator Baucus. Now I am not saying this is going to happen.
Let’s assume the President does not come forward. And let's
assume, therefore, Congress does not make significant cuts this
year, an election year, in entitlements. And let’s assume further
that you do want the deficit reduced. Where do we go? What'’s left?

Dr. WALKER. I don’t think you have any place to go except try to
defend yourself against continued high interest rates and inflation.

Senator Baucus. Do you disagree with Paul Volcker who says
that in the matter of pure fiscal analysis, it doesn’t make much dif-
ference whether you cut spending or raise revenues for the purpose
of getting the deficit down and to get interest rates down.

Dr. WaLkER. I didn’t know my old friend, Paul Volcker had said
that. If he did, I would disagree with him. Whether you cut spend-
ing or raise taxes in order to reduce the deficit makes a big differ-
ence.

Senator Baucus. He ?referred to having spending cuts, but he
also said that if you don’t cut spending, but if you raise revenue to
get the deficit down, that will have a very positive effect in getting
interest rates down. Do you disagree with that statement?

Dr. WaLkeR. No; I don’t disagree with the statement provided
you get the spending down. If you just raise taxes and let spending
go up, we are in the same old ball game we have been in for the
last 20 years.

Senator Baucus. All I am trying to draw out here is agreed to
which the rollback to some extent of the tax program will also
reduce the deficit and, therefore, have a very salutary effect on in-
terest rates. Mr. Lesher seemed to say that that would have no
effect on interest rates.

Mr. LesHeR. And we disagree very strongly with the proposition
that you are putting forth.

Senator Baucus. You disagree with Paul Volcker.

Mr. LesHER. Yes, we do. We believe that history shows that when
you reduce tax rates, you get a revenue increase to the Govern-
ment. We believe that it is time to take a little longer view of
things than just this once or this year’s politics and economics. We
believe very strongly in a reduction——

SenatorrgAucus. What do you say to all those people who are out
of work? In Western States and forest product industry States
where unemployment is 12 or 15 percent. People don’t have jobs.
They can’t pay taxes. They want to pay taxes, but they can’t pay
taxes because interest rates are so high, housing is down, auto in-
dustry is down, cars aren’t built. What do you say to those people?
Just hang in there. In another 2 or 3 years things are going to be
OK. What do you say to those people?

Mr. LesHEr. What I would say to them is that the fundamental
proposition on which this country is founded is the minimization of
the role of government. If you minimize government spending and
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government taxes, you will get economic growth and job creation.
For the first time in the history of man, it happened in this coun-
try based on so-called supply-side economics at the time the coun-
try was founded. It is time to return to those basic principles. I be-
lieve that that man and that woman standing in that bread line
will agree with you if you take the message to them. Our polls
show that they do agree.

Senator Baucus. Don’t you think, though, that perhaps it makes
more sense to moderate this program a little bit so that people can
work a little bit? More people can get jobs again. Rather than
going cold turkey so quickly.

Mr. LesHErR. We believe very strongly that the arguraents that
you are making have been made for 30 years and they have failed
repeatedly, time and time again. And all you do is guarantee the
next recession will come sooner and be deeper. )

Senator Baucus. Well, the argument I am making is to balance
the budget. You are opposed to that?

Mr. LEsHgr. The argument you are making is to increase taxes.
That is our difference of opinion today.

Senator Baucus. No; I'm trying to ask you what you would do if
Congress doesn’t make these spending cuts. I'm trying to find out if
under any circumstances we should raise revenue.

Mr. LesHER. | am saying that in the longer run, if you take the
longer run view, you are not talking about a viable option because
increasing taxes will decrease economic activity.

Se}r;ator Baucus. Well, my time has run out. Thank you very
much.

Senator Synmms. Thank you very much. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. I would like to ask a
question of Mr. Brophy and Mr. Walker. Since time is short, I
would appreciate if you could make the answers brief.

Regarding the safe harbor leasing, we had a discussion yesterday
on the subject. We had witnesses from Eastern Airlines, Phelps
Dodge, Scott Paper, and a steel company. They are very strongly in
favor of the sale of the tax credits for businesses in their situation,
that is, where they are not making money. Then we have the other
side of the coin. Those who buy the credits. We haven’t had wit-
nesses from them, but unquestionably the news articles concerning
General Electric or Occidental Oil or whomever it might be have
not been helpful to the cause. What is your solution to the problem
that we on this committee are presented with here? Taxpayers, in-
dividual taxpayers, see their taxes remaining constant or at best,
going down 5 percent last year and 10 percent this year, but then
they pick up.a news article and see General Electric not only will
pay no taxes but will receive a refund from last year. What do we
do? What is your recommernidation—stay steady on the course or
make some changes in this safe harbor leasing program?

Mr. Bropay. The recommendation of the business roundtable is
that there be some changes made in that safe harbor leasing provi-
sion in order to eliminate the abuses, or perceived abuses, because
we do recognize that you have a public perception problem. We
also recognize that we have some basic infrastructure industries
that are in serious economic trouble, and require help, and that the
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safe harbor leasing is part of that help. And, therefore, we have not
taken the position that safe harbor leasing should be eliminated.

Senator CHAFEE. Do you, Mr. Brophy, in your statement—unfor-
tunately, I wasn’t here for the presentation of your statement—
cover the business roundtable recommendations?

Mr. BroprHY. Yes; I do.

Senator CHAFEE. In the statement?

Mr. Bropauy. In the statement. .

Senator CHAFEE. I see. Could you briefly outline what they are?
Do they permit any company to buy enough credits to get its tax
liability down to zero perhaps? Certainly it seems to me they
shouldn’t be retroactive to cover past tax liabilities or get a refund.

Mr. BropHY. When I say we have covered them, we have covered
the general principle. We have not dealt with specifics, because we
believe that that is something the Treasury Department, working
with the Congress, should come up with recommendations on. We
haven’t seen the results of the studies that have been made. We
are not really sufficiently familiar with how the safe harbor leas-
ing has been actually used to make a specific recommendation at
this time, but we will continue to study that.

Senator CHAFEE. Thank you. Dr. Walker.

Dr. WALKER. Senator, we do have some information on safe
harbor leasing that was submitted to the committee yesterday.
This study prepared by Arthur Andersen & Co., gives some strong
evidence concerning the efficiency of the safe harbor leasing provi-
sions. In responding to you now, I am speaking strictly for myself,
not the American Council.

With respect to the GE situation, as a buyer, the Arthur Ander-
sen study indicates that the yield to buyers in safe harbor leases
which are representative of those actually completed exceeds the
breakeven rate by about one percentage point. The survey also
showed that some sellers are receiving better than 95 percent of the
maximum tax benefits associated with equipment ownership
through safe harbor leasing.

Senator CHAFEE. Dr. Walker, I am not so interested in all these
statistics. We've got a perception problem.

Dr. WALKER. I understand.

Senator CHAFEE. Headlines read, “GE Pays No Taxes; GE Gets a
$90 Million Refund.” People ask, “What is going on?”

Dr. WaLKER. May I address that?

Senator CHAFEE. Right.

Dr. WaLKER. The point I was trying to make is that if the press
gave the whole story of the GE situation, it wouldn’t be quite that
bad. However, I think Congress should consider a cap on the degree
to which a company can, through buying, reduce its tax liability.
Consideration should also be given to preventing a carry back of.
tax benefits from the provisions. However, the fact remains that
the press is reporting only part of the story on safe harbor leasing.

Senator CHAFEE. You've heard the President speak on that. We
can always eliminate the carry back. Maybe the story is a good
one, but we have perception problems. Somebody once told me it’s
not what the facts are, it’s what the people think the facts are.
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Dr. WALKER. I think a cap on buyers’ reductions in tax liabilities
would be a good approach to the perception problem and would
prevent possible abuses from occurring.

Senator CHAFEE. The witnesses yesterday indicated there are
enough buyers out there so that if a cap is imposed, there are still
enough buyers around.

Dr. WALKER. The market has been a strong sellers’ market.

Senator Symms. How much of a cap do you mean?

Dr. WALKER. The Arthur Andersen study indicates that the aver-
age buyer reduced his current corporate taxes by only about 40
percent, so a cap of 50 percent would probably be reasonable.

Senator SymMms. Of the tax liability?

Dr. WALKER. Yes.

Senator Symms. For any individual company?

Dr. WALKER. Yes.

Senator CHAFEE. Any other thoughts on that subject? What do
you think if we eliminated it?

Dr. WaLKER. If you eliminated it? There are two aspects to that.
First of all, this is the first recession in history where we not only
had tax cuts in effect as it began, but we had a specific tax cut
through safe harbor leasing where hundreds of millions of dollars
are going directly into the weakest sector of the economy. If you
eliminate that now, you are going to be raising taxes on auto-
mobiles, on steel, on airlines, on railroads, on utilities, and so on.
And that, I think, is a very difficult thing to justify.

Second, if you do eliminate safe harbor leasing, the survey shows
that many companies are going to go back to the traditional lever-
aged leasing, which has existed for many years. The disadvantage
of leveraged leasing is that it passes through only 55 percent of the
i)engﬁts versus the 95 percent passed through with safe harbor
easing.

Senator CHAFEE. My time is up. I hate to cut you off. You are
strongly opposed to eliminating this provision. That's the Walker
position.

Dr. WALKER. That's a fair statement.

Senator CHAFEE. Thank you. I don’t mean to cut you off, but we
have other witnesses coming in. The way this system seems to
work, make sure you get on an early panel.

Senator Symms. Senator Grassley has requested to ask a few
more questions. I hope we can move along. This has been a very
excellent panel. But I wou'd just like to say one thing. I know
there is a perception problem. But we do have, I think, a fairly
good tax policy in place. And I am one member of this committee
that is not going to let the media write the agenda for me. Because
I think, unfortunately, many of those writing the stories don’t un-
derstand the economic situation. If they do understand it, they are
not putting it out. Because I think one of you said in your state-
ment that people pay taxes arid business collects taxes. That's true.
And if they tell that side of the story, it’s a little bit irrelevant
whether there is leasing going on. That’s another question. But it
is not going to have an impact on the working man and woman in
the country to lessen or increase their taxes. They will pay it one
way or the other. ’
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Senator Grassley, did you have one more question you wanted to
l!:l;k ox('l something you wanted to put in the record? We are falling

hind.

Senator GrassLEy. Each one of you gentlemen have your own
ideas as to what ought to be done. And, of course, each Member of
Congress does too. We have all expressed different points of view
here. But the problem is getting a concensus. And it seems to me
like we are battling this perception of fairness. So I want to get
back to what I suggested about an across-the-board approach to
spending reductions based upon decisions that were just made
rvithin the last 4 or 5 months as we came up to the continuing reso-
ution.

Wouldn’t this be a good way to achieve a consensus and successful-
ly challenge this perception of unfairness we have received. First of
all, it addresses criticisms of the President’s approach specifically
that he is unquestioning in what he gives defense as opposed to
domestic programs. Secondly, won't this approach answer criticisms
that the third year that comes on the tax cut be eliminated so we can
adopt a policy like what Dr. Walker suggests and not change the
business portion of the tax reductions.

We have these perceptions that we have to deal with as elected
officials. Often this keeps us from getting a consensus. Is the concept
of an across-the-board approach an answer to this? )

Dr. WaLKER. Sir, I would have difficulty freezing defense spend-
ing at 1982 levels. But you mentioned the continuing resolution.
Now I think the continuing resolution is higher than the 1982
level. But I would have trouble with that freeze. I think it would be
dangerous.

Senator GrassLEY. Mr. Lesher.

Mr. LesHeR. I think I've already stated that your idea has merit
despite some of the difficulties. And I do believe that there are
some minor difficulties on the tax side, that the fine tuning should
take place. But we believe that your bill contains the retention of
the 1981 Tax Code. Through the next 3 years, we favor that very,
very strongly. We believe that every effort must be made to reduce
spending througliout the Federal Government. And your focus on
that, I think, will help everyone to focus on that problem.
_ Senator GrassLey. OK. My last point deals with the whole issue

of tax increases. And I don’t question the sincerity of those of you
who say that maybe we ought to adjust the 1983 tax cut for
individuals to bring in more revenue. I don’t believe that it will
accomplish what you want to. Doesn’t a tax increase just delay the
political pressure on Congress to make the adjustments in COLA’s
and in entitlements that you gentlemen agree we ought to make? In
the same breath, you suggest that we forgo a 1983 tax reduction as
one way of bringing about a reduction of the deficit. Aren’t you
really retarding the ultimate goals that you want to seek?

Mr. BropHY. Senator, if I can address that since I made the sug-
gestion. I believe we are faced with a situation that even on a best-
case basis we see deficits in the outyears that are unacceptable. As-
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suming that we can make the deepest level of spending cuts that
any of us can imagine, we still have a great deal of uncertainty
that we are facing. And we believe that it’s important that the fi-
nancial markets have a credible program for a substantial down-
trend in the deficits in the outyears. We believe that that will be of
greater benefit tc the average man on the street and to the stimu-
lation of the economy than anything else. We are surely not sug-
gesting that we stretch the third year cut rather than make the
cuts in spending. Just to the contrary. We would be unalterably op-
posed to a third year stretchout unless Congress is also willing to
address these difficult problems, such as entitlements.

I think that that has to be part of an overall compromise pack-
age or the thing will not go.

Senator GrassLEY. Well, then you would not support changing
the individual tax reductions unless it's coupled with a dramatic
increase in expenditures?

Mr. LesHER. Very definitely.

Mr. BropHY. Decrease in expenditures.

Senator GrASsLEY. Decrease in expenditures.

Mr. BropHY. Yes, sir.

Senator GrRAssLEY. All right.

Senator Symms. All right, gentlemen. Thank you very much. We
appreciate it.

The next panel is Mr. Clarfield of the Olin Corp.; Mr. Rinta of
the State Chambers of Commerce, and Mr. Charles Potter. Now
gentlemen—and I say this for the later panels—we are going to
have to move right along here. I want to make sure that the later
witnesses have their chance. So this panel will be allowed 20 min-
utes total. And you can present your evidence, your statements,
but whoever speaks longest is just depriving the next speaker from
it. So the clock starts now. Why don’t you start, Mr. Clarfield.

STATEMENT OF WALLACE J. CLARFIELD, VICE PRESIDENT,
TAXES, OLIN CORP.; CHAIRMAN, POLICY COMMITTEE OF THE
TAX COUNCIL, WASHINGTON, D.C.

Senator CHAFEE. Why don’t you summarize your statement. We
have a copy of it. I am interested in what you have got to say.

Mr. CLARrrFIELD. All right. I am Wallace J. Clarfield, vice presi-
dent, taxes, of the Olin Corp. of Stamford, Conn. I appreciate this
opportunity to present a brief statement on behalf of the Tax Coun-
cil, which I serve as chairman of the policy committee, and a
member of its board of directors.

The council statement can be summarized as follows: We do not
believe that the midst of a sharp recession is a time to raise taxes-
on either individuals or corporations. We believe the proposed
minimum tax on the corporate sector, in particular, would be a
counterproductive measure and should not be adopted. We support
the administration’s request for increased IRS audit capacity to im-
prove tax compliance. The Congress should consider new tax bur-
dens only if deficits in future years beyond fiscal 1983 are actually
expanding and only after all possible efforts to reduce the growth
of the major entitlement spending programs have been made.
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Senator CHAFEE. I think that the fourth point is being met. The
deficits in the years beyond fiscal 1983 are expanding. The outyear
deficits are greater than the anticipated deficit for this year, at
least by CBO projections.

Mr. CrarrFiELD. Well, that’s as of now, Senator. We are talking
about reality and what happens if the economy picks up. And if the
President’s program works, and economic activity increases sub-
stantially it may be that those deficits will decrease; not expand.

Senator CHAFEE. What I fear is reality is going to make the defi-
cits even worse. Receipts will not come in according to projections;
Congress will not make the cuts in the domestic spending pro-
grams—in domestic, nondefense spending—to the extent that the
President anticipated. But go ahead.

Mr. CLARFIELD. The council strongly supported most provisions of
the Economic Recovery Tax Act of 1981. We remain convinced that
the principal decisions under that legislation, particularly the indi-
vidual rate reductions, the accelerated cost recovery system, tax
relief for R. & D., and the permanent savings incentives will bear
substantial fruit in revitalizing the private sector in the years to
come.

Obviously, we are in a sharp recession now with no sign of real
recovery in sight as yet. Mainly because of the recessionary short-
fall in revenues, this has produced a such higher budget deficit for
fiscal 1982-83 than anticipated earlier.

Senator CHAFEE. Why don’t you summarize this, Mr. Clarfield?
Can you?

Mr. CLARFIELD. As far as the minimum tax goes, we have op-
posed that concept on corporations consistently. We view the mini-
mum tax as an artificial and unwarranted penalty on the employ-
ment of tax relief provision, that by themselves are considered ap-
propriate and constructive. There is no economic rationale for the
minimum tax, particularly as applied to the corporate sector.

Senator CHAFEe. Well, would you agree with the theory ex-
pressed by the prior pauel that companies should not be able to
buy thgse tax credits—safe harbor leasing—to bring their tax down
to zero? -

- Mr. CLARFIELD. No, sir, I do not agree with what they said be-
cause they only told half the story. And, unfortunately, the news
articles about GE only tell half the story. From the beginning to
the end of the leasing program that GE has entered into, GE will
actually lose money. They make money on the use of the funds
they get at the front end of the program. That’s the benefit that
any lessor gets in the leasing program. But on a static basis, with-
out taking into account the use of money, every one of those deals
is basically uneconomic. That is, you pay more in taxes.

Senator CHAFEE. You mean GE is doing this as a charitable en-
deavor?

Mr. CLARFIELD. No, sir. I said what they are getting out of it is
the early use of money. And that creates a profit for them. But
when the newspapers indicate that they have reduced their taxes
by $100 million, they will increase their taxes by $100 million in
subsequent years. The advantage they have is that they have
gotten the use of that money now. That’s the whole idea behind the
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leasing program, and it is not a windfall except to the extent that
some people argue if you——

Senator CHAFEE. Well, I'm not saying it’s a windfall. I'm saying
GE goes out and buys these credits. They are providing a service.
By buying these credits, they provide a market for Eastern or
whomever in which to sell them. I'm not saying GE is getting away
with something. All I am saying is the public perception of a major
company paying no taxes and, indeed, getting a refund for prior
years, is counterproductive, I believe, in the efforts we are making
in this country.
~ Mr. CLARFIELD. I agree. The problem, I think, is public relations
rather than the law itself.

Senator CHAFEE. Well, GE has a pretty good public relations ca-
pacity, and they weren’t able to get this message across.

Mr. CLARFIELD. Yes, sir.

Senator CHAFEE. Go ahead with what you have got.

Mr. CLarFIELD. As far as other revenue enhancers, the adminis-
tration put forth a number of proposals to raise revenues. Most of
them relate to specific industries and we will not comment on
those. We do support an increase in revenue agents and compliance
capability of the Internal Revenue Service. We think that that will
raise substantial amounts of money.

We think as to the future that neither the Congress nor the ad-
ministration has to come to grips really with the core problem
behind the pre- and post-recession deficits. That is simply the con-
tinued expansion of major indexed entitlement programs. To date,
the cutback on the spending has disproportionately fallen on other
areas of the budget.

Senator CHAFEE. Well, don’t say the Congress hasn’t wrestled
with it. The President, as you know, is -refusing to make any
change in the biggest indexed program of all, the biggest entitle-
ment program of all—the social security. Well, I guess you do say
that neither the Congress nor the administration has come to grips
withhthis problem. You share the blame. OK. I apologize. You'v
got that. g

Mr. CrarFieLp. We think that very significant additional budget
savings to narrow future deficits can be found by spreading the ex-
penditure-control efforts to slow the growth of these programs. If
after all possible expenditure-control efforts have been made, and
deficits in future years beyond fiscal 1983 are still expanding rapid-
ly, consideration should be given to increasing taxes as a last meas-
ure. Any such increase should léave the post-ERTA structure of the
income tax system in place. Let’s not take away what we gave last
year. :

Thank you.

[The prepared statement follows:]
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STATEMENT OF WALLACE J. CLARFIELD
ON BEHALF OF THE TAX COUNCIL
ON TAX INCREASE PROPOSALS
BEFORE THE COMMITTEE ON FINANCE
U.S. SENATE

March 19, 1982

I am Wallace J. Clarfield, Vice Presfdent-Taxes of 0lin Corporation of
Stamford, Connecticut. | appreciate this opportunity to present a brief
statement on behalf of The Tax Council, which I serve as Chairman of the
Policy Committee and as a member of the Board of Directors. The Tax Council
is a non-profit business membership organization concerned with federal tax
policy. Our members represent a wide range of business enterprise including
heavy and light manufacturing, energy, mining, transportation, public
utilities, consumer products and services, retailing, public accounting,
banking, and other financial services.

The Council's statement can be summarized as follows:

1. We do not believe that the midst of a sharp recession is a time to
raise taxes on either individuals or corporations.

2. MWe believe the proposed minimum tax on the corporate sector, in
particular, would be a counter-productive measure and should not be
adopted.

3. We support the Administration's request for increased IRS audit
capacity to improve tax compliance.

4. MWe should consider new tax burdens only if deficits in future years
beyond fiscal 1983 are actually expanding and only after all possible
efforts to reduce the growth of the major entitlement spending
programs have been made.

Economic Context

The Council strongly supported most provisions of The Economic Recovery
Tax Act of 1981. We remain convinced that the principal decisions under that
legislation, particularly the individual rate reductions, the Accelerated Cost
Recovery System, tax relief for R&D, and the permanent savings incentives--
will bear substantial fruit in revitalizing the private sector in the years to
come.

Obviously, we are in a sharp recession now with no sign of real recovery
in sight as yet. Mainly because of the recessionary shortfall in revenues and
increases in mandated spending, this has produced a much higher budget deficit
for fiscal 1982-1983 than anticipated earlier. Substantial deficits are
projected for future years, and under certain assumptions these deficits would
widen considerably. Now, however, the recession is accounting for three
quarters of the fiscal 1982 deficit, and according to the Administration
projection, two-thirds of the fiscal 1983 deficit.

Hopefully, recovery from the recession will set in later this year. But
there is no assurance that it will be strong enough to raise economic activity
to any satisfactory level in fiscal 1983, which starts only six months away.
Depressed levels of corporate earnings will continue to be a drag on capital
spending and employment. Sales of major durable goods industries are likely
to continue sluggish through much of fiscal 1983.

94-2718 O0—82——17
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In this context we don't think it makes sense to rafse burdensome new
taxes on either corporations or individuals. [In fact, with bankruptcies on
the rise, the threat of new itaxes may become just as disruptive of business
conf idence and the health of financial markets as the fear of future budget
deficits, One of the principal objectives of The Economic Recovery Tax Act of
1981 was to instill a greater sense of tax policy certainty for both business
and individual taxpayers. Financial and investment planning could count on a
given direction in tax policy over a prolonged period. Of course, investment
planning is being adversely affected by high interest rates and the current
recession, but it s also threatened by new tax burdens that would negate a
large part of the tax relief under ERTA. This will do nothing to encourage
new investment and employment.

The Minimum Tax

The Council consistently has opposed the concept of a minimum tax on
corporations, regardless of its reach. We have viewed the minimum tax as an
artificial and unwarranted penalty on the employment of tax relief provisions
that by themselves are considered appropriate and constructive. There is no
economic rationale for the minimum tax, particularly as applied to the
corporate sector.

There is the possibility, of course, that through interaction of various
tax provisions, some corporations will pay very low, or even zero, effective
rates of tax, If it is deemed to be a critical national objective that all
corporations pay a significant income tax, there is some political
Justification for the corporate minimum tax. We just don't believe this to be
a pressing issue now or before. The existing minimum tax, in fact, was
brought in as an afterthought by a Senate amendment to the 1969 Tax Reform
Act. The original Treasury papers and studies which gave rise to most of the
provisions of the 1969 Act recommended against a corporate minimum tax on the
basis that it could not take into consideration the particular circumstances
and problems of different industrial sectors calling for particular tax
treatment. And that is precisely the problem with the existing minimum tax,
which has had most of its impact on companies and industries with low earnings
in depressed markets. Clearly, if there was no perceived need to reduce the
budget deficit, the minimum tax would not have been proposed in the name of
"distributional equity" for the corporate sector.

Even if one is taken with the notion of enforcing a "fairer® distribution
of corporate tax liabilities, the minimum tax approach is a badly flawed
tool. It is discriminatory in several ways. Its revenue yield to a large
extent depends on retroactive application to past investments entered into, of
course, without calculation of a minimum tax 1iability, especially in the case
of depreciable assets, leases, and tax-exempt obligations. By including a set
number of so-called "tax preferences” in the base, the minimum tax
discriminates arbitrarily between those businesses employing a few such
preferences on a relatively large scale and those that use a relatively large
number of relief provisions not included as preferences but whose total tax
reduction from relief provisions could be approximately the same. The only
way to "correct® this would be to include all so-called corporate tax
preferences, or tax expenditures, in the tax base--a completely unworkable
arrangement.

The tax would certainly complicate business tax planning. [t could
encourage uneconomic mergers or discourage necessary rescues of failing firms
to avoid triggering of the minimum tax. It would involve numerous
administrative problems in any event.
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The Administration's revenue estimates for the new minimum tax rise from
$2.3 billion in 1983 to almost $5 billion in 1984 and cumulate to $19 billion
over the next five years. This implies a significant new burden on corporate
enterprise, assuming that Congress does nothing to expand the tax base and
that it does not become a new "checkbook® for spending programs as well could
happen. Most of the planned tax increase would involve restrictions on the
employment of the investment credit and net operating loss deductions in
direct contradiction to the investment incentive provisions of ERTA.

Now, as proposed by the Administration, the new minimum tax would be a
true alternative tax to be paid in lieu of regular tax, if higher. This would
be a structural improvement over the basically add-on present minimum tax.

But there is no way to design any overall minimum tax, either an alternative
or add-on, that will not adversely affect tax policy provisions that Congress
has agreed upon and maintained as serving deserving national objectives.

Other Revenue Enhancers

The Council recognizes that a number of other proposals to raise new
revenues effective in fiscal 1983 would have an adverse impact on the business
sector. We take no position on the proposals applying to particular
industrial sectors, but we oppose the further acceleration of corporate tax
payments. This is a one-shot tax increase which would create substantial
additional administrative burdens forever. It is simply not worth the
temporary revenue gain.

The Council does support the Administration's request to increase the IRS
audit capacity. We view this as a necessary move to improve tax compliance,
and it could result in a substantial net revenue gain.

Future Years

Some projections of federal fiscal trends beyond fiscal 1983 show a
worrisome widening of the budget deficit and an increase in its proportion to
GNP well after the recession s expected to end. The Administration forecast
itself concedes that we will have substantial deficits through 1987, although
they maintain the trend will be downward assuming acceptance of its budget
proposals. At this point it is simply impossible to design a budget and tax
policy that would resolve all the fears of future deficits, One case could be
made that future deficits are so-huge as to require the elimination of all tax
relief under ERTA {f balancing the future budget is the only obJective to be
served. We do not believe we should plan our current national tax policy in
such a self-destructing manner.

Neither Congress nor the Administration has come to grips really with a
core problem behind the pre- and post-recessfon deficits. That is simply the
continued expansion of the major indexed entitlement programs. To date,

_cutbacks on the spending side have disproportionately fallen on other
non-defense areas of the budget and have barely scratched the major
entitlement programs. Very significant additiondl budget savings to narrow
future deficits can be found by spreading the expenditure control effort to
slow the growth of these programs.

If after all possible expenditure control efforts have been made and’
deficits in future years beyond fiscal 1983 are.still expanding rapidly,
consideration should be given to significant tax Increases as a last resort
measure. Any such increases should leave the post-ERTA structure of the
income tax system in place.
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Senator CHAFEE. I'm not sure what you are saying. What taxes
.could be increased?

Mr. CrArFIELD. Well, we have not considered specific tax pro-
grams. And, consequently, we don’t want to favor one versus the
other. All we are saying is that any tax increase that Congress
enacts should not negate any of the benefits that were given in the
capital recovery benefits that were passed last year.

nator CHAFEE. How about the individual?

Mr. CLArrIELD. Well, as somebody earlier testified, most of the
tax benefits last year went to individuals. Some of those tax cuts,
in fact, most of them, were geared toward either savings incentives
plus rate cuts. We are not suggesting any changes one way or an-
other. If taxes have to be increased then they should be increased
for everybody. We are not singling out any sector of the economy
for tax increases, Senator.

Senator CHAFEE. OK. Thank you, Mr. Clarfield.

Mr. Rinta.

STATEMENT OF EUGENE F. RINTA, FEDERAL FINANCE CONSUL-
TANT, STATE CHAMBERS OF COMMERCE, WASHINGTON, D.C.

Mr. RINTA. My name is Eugene F. Rinta and I serve the Council
of State Chambers of Commerce as consultant on Federal fiscal
issues.

The only tax proposal discussed in my statement is the proposed
new minimum tax on corporations, which we oppose. I have noth-
ing to add to what other witnesses this morning have said about
the proposal so I will limit my remarks to expenditure reduction.

The Congress, last year, made substantial progress toward bring-
ing Federal spending under control. But much more needs to be
done. Projected outlays in three spending categories are of particu-
lar concern because of their size and rapid growth. They are: enti-
tlements, national defense, and interest.

In our appearance before your committee last spring, we urged
consideration of means for restraining the cost impact of existing
inflation adjustments on various entitlement programs. It's these
adjustments which have been the major cause of the sharp increase
in their cost in recent years. A number of methods for accomplish-
ing this restraint have been proposed. For example, the budget
plan proposed by Senator Hollings would reduce outlays for social
security and Federal retirement programs by an estimated $19 bil-
lion in 1983 and $37 billion in 1985. It would freeze the COLA for
these benefits in 1982, cap the social security COLA at the Consum-
er Price Index minus 3 percentage points for subsequent years, and
limit the military and civil service retirement COLA at the lower
of the social security COLA or the Federal pay-raise percentage.

As for defense spending, we do not claim competence to suggest
any specific amounts of reductions. And we recognize that this is a
matter under jurisdiction of other committees of Congress. But in
view of projected huge budget deficits for several years to come, we
do wish to express our concern over the projected growth of de-
fense. National defense outlays projected in the 1983 budget would
rise from $187 billion in 1982 to $292 billion in 1985 for an increase
of 56 percent in 3 years. A further increase of $72 billion is project-
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ed from 1985 to 1987. Unless inflation is brought under control in
this period, the planned defense program would cost even more.
While we are not in a position to recommend specific program re-
ductions, we do believe that sngnﬁcant cuts could be made without
seriously impairing the Nation’s defense.

The growth of interest costs during the next few years will be de-
termined- by what Congress does about reducing projected budget
deficits. The CBO baseline projections, based on existing legislation
and CBO economic assumptions, show net interest at $106 billion
in 1983 and rising steadily to $168 billion by 1987.

Deficits projected in the President’s budget would decline gradu-
ally from $91.5 billion in 1983 to $53 billion in 1987. But the CBO
baseline deficit projections show the deficit rising from $157 billion
in 1983 to $248 billion in 1987. Actions taken now to reduce these
deficits in subtantial amounts would have a twofold effect in reduc-
ing interest costs. In addition to the obvious reduction in interest
costs that would result from the smaller than expected public debt,
reducing the deficits would help to bring interest rates down. This
would occur with reduction of the present large inflation premium
indinterest rates, as lenders’ anticipation of future inflation re-
cedes.

[The prepared statement follows:]
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STATEMENT OF EUGENE F. RINTA
COUNCIL OF STATE CHAMBERS OF COMMERCE
before the
SENATE COMMITTEE ON FINANCE
March 19, 1982

My name is Eugene F, Rinta and I serve the Council of State
Chambers of Commerce as consultant on Federal fiscal issues.

The Council 1s a federation of 34 State and regional business
associations. The Federal Finance Committee is one of several standing
committees of the Council which develop and recommend policies on
“legislative issues to its member organizations and to the Congress,
Normally, the policy proposals submitted to Congressional committee§ are
first referred to the member organizations for endorsement, but in this
instance that procedure was impractical because of the short lead-time
available, Accordingly, this presentation is being made only on behalf
of our Federal Finance Committee which met on March 10 to consider the
President's budget and tax proposals.

Summary

1. The proposed new minimum tax on corporations
should be rejected because i1ts adverse impact
on several basic industries and new growth
companies would retard economic recovery.

2. Existing inflation 1ndex1hg of entitlement
programs, including Social Security, should
be revised to curtail the rapid growth of
their costs.

3. The projected high growth rate of defense

spending should be reduced.
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. . Minimum Corporate Tax Proposal Opposed

A year ago we strongly supported the President's tax proposals
vhich had the basic purpose of encouraging savings and investment by
individual tax reductions and by more rapid recovery of capital
investments than under then existing depreciation rules. These tax
reductions and revisions were enacted in the Economic Recovery Tax Act
of 1981 substantially as proposed. The Act also includes additional tax
relief provisions deemed desirable by the Congress.

With the economy in recessfon and several basic industries in a
severe slump, this would hardly seem an appropriate time to increase
taxes. Of particular concern to us is the proposal for an alternative
minimum tax on corporations. The Treasury estimates that total
corporate tax liabilities will be increased 5% by the tax. But this
additional tax burden will be borne by only 90,000 corporations whose
taxes would be increased an estimated $2.3 billion in fiscal year 1983,
$4.8 bi114on in 1984 and $4.5 billion in 1985,

Especially affected by the minimum tax proposal would be such
depressed basic industries as -automobile, mining and steel which would
- losé much of the benefits of the 1981 Act with respect to investments
being made to improve their productivity. Also affected adversely would
be emerging growth companies having relatively little taxable income
under present law and needing all available cash flow for growth.
Imposing: new tax burdens on these depressed industries and new growth
companies would only retard resurgence of the economy. We urge
rejection of the corporate minimum tax proposal which would retard

growth of budget revenues as well as economic recovery.
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Expenditure Reduction and Control 4

The Congress last year made substantial progress toward bringing

- Federal spending under control. But much more needs to be done.
Projected outlays in three spending categories are of particular concern
because of their size and rapid growth. They are entitlements, national
defense, and interest.

According to baseline outlay projections of the Congressional
Budget Office (CBO) benefit payments for individuals, which are almost
totally entitlements, account for 47% of estimated 1982 total outlays
and they will increase 29% by 1985 under present law. It is this
category, of coﬂrse, which 1s a primary concern of the Committee on
Finance since a major part of total entitlement outlays are within your
Jurisdictional respons1b111fy.

In our appearance before your committee and theAComm1ttee on Ways
and Means last Spring we urged consideration of means for restraining
the cost impact of existing inflation adjustments on various entitlement
programs. It is these adjustments which have been the major cause of
the sharp increase in their cost in recent years. A number of methods
for accomplishirg this restraint have been proposed. For example, the
budget plan proposed by Senator Hollings would reduce outlays for Social
Security and Federal retirement programs by an estimated $19 billion in
1983 and $37 billion by 1985. It wou1d\freeze the COLA for these
benefits in 1982, cap the Social Security COLA at the consumer price
index minus three percentage points for subsequent years, and 1imit the
military and civil service retirement COLA at the lower of the Social

Security COLA or the Federal pay raise percentage.



99

We again urge your committee to revise indexing of entitlements
under your jurisdiction, including the inflation indexing of Social
Security benefits, to produce multibillion budget savings in the years
ahead.

We do not claim competence to suggest any specific amounts of
reductions in national defense programs at this time, and we recognize
that this is a matter under the jurisdiction of other committees of the
Congress. But, in view of projected huge budget deficits for several
years to come, we do wish to éxpress our concern over the projected
growth of defense spending. For example, national defense outlays
projected in the 1983 budget would rise from $187.,5 biliion in 1982 to
$292.1 billion in 1985 for an increase of 56% in three years. A further
increase of $72 billion, or 25%, is projected from 1985 to 1987. Unless
inflation is brought under control in this period, the planned defense
program would cost even more. While we are not in a position to
recommend specific program reductions, we do believe significant cuts
could be made without seriously impairing the nation's defense.

The growth of interest costs during the next few years will be
largely determined by what Congress does about reducing budget deficits,
Net interest costs in the 1983 budget are projected to vary relatively
1ittle during the 1983-87 period from the $96.4 billion estimate for
1983, The CBO baseline projections, however, show net interest at $106
billion in 1983 and rising steadily to $168 billion by 1987.

Deficits projected in the 1983 budget would decline gradually from
$91.5-b11!10n in 1983 to $53.2 billion in°1987. But the CRO baseline
deficit projections, which are based on existing legislation and CBO
economic assumptions, show the deficit rising from $157 billfon in 1983
to $248 bi1lion in 1987. Actions taken tu reduce the projected deficits
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in substantial amounts would have a twofold effect in reducing interest
costs. In addition to the obvious reduction in projected interest costs
that would result from the smalTér than expected public debt, reducing
the deficits would help to bring interest rates down. This would occur
with reduction of the present large inflation premium in interest rates,
especially in longer term rates, as lenders' anticipation of future
inflation recedes.

In conclusion, we urge the Committee on Finance to reject the
proposed minimum tax on corporations because of its adverse effect on
several major depressed industries, and to revise the indexing of
entitlement programs, including Social Security, to provide substantial
budget savings. We also urge your support of some slowdown in the

administration's planned growth of defense spending.

Senator CHAFEE. Well, thank you very much, Mr. Rinta. The gist
of your program, as I understand it, is some reduction in defense,
and the dealing with the issue of entitlements which includes the
social security COLA—— :

Mr. RinTA. That's right.

Senator CHAFEE. Do you know the President’s position on that?

Mr. RinTA. I have heard it stated a number of times.

Senator CHAFEE. It's not politically the most popular program
that you are espousing.

Mr. RiNTA. That’s very true. But if significant reductions are to
be made in entitlements as well as the entire budget, that area has
to be attacked.

Senator CHAFEE. All right. I appreciate your testimony. Thank
you both, gentlemen, for coming.

The next panel is Mr. Holleman, National Constructors Associ-
ation; Mr. Nolan—oh, Mr. Stewart, excuse me. I missed that. Mr.
Stewart is up. And, gentlemen, you will be next.

All right. Mr. Stewart.

STATEMENT OF CHARLES STEWART, PRESIDENT, MACHINERY
AND ALLIED PRODUCTS INSTITUTE, WASHINGTON, D.C.

Senator CHAFEE. All right, Mr. Stewart, we have your statement.
I would suggest you summarize it. We can only allot 8 minutes to
this testimony.

Mr. Stewarrt. Thank you, Mr. Chairman. I appear on behalf of -
the Machinery and Allied Products Institute which is the national
organization representing the capital goods and allied product in-
dustries in the United States. Industries, Mr. Chairman, with
which you are well familiar.
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I will defer entirely to your time schedule. We do not view this
hearing as primarily for the purpose of obtaining comprehensive
plans to deal with estimated deficits over the next few years. And,
therefore, our principal thrust of testimony relates to the so-called
revenue enhancement recommendations of the administration.

" However, I don't feel responsible in coming before the committee
and dealing with those particular recommendations without saying
something about the broad deficit problem and its relationship to
interest rates. Contrary to some of the spirit of the first panel this
morning, my own personal conviction and the conviction of my or-
%anization is that the deficits, as estimated, whether you take the

BO estimates or the administration’s estimates or something in
between——

Senator CHAFEE. Mr. Stewart, I apologize. We will have to recess
for a couple of minutes here. I have to return an important call. I
will be right back.

[Whereupon, at 10:34 am., the hearing was recessed.]

AFTER RECESS

Senator Symms. The committee will come back to order. And,
Mr. Stewart, if you would like to start over again, I would like to
hear your statement. And why don’t you go right ahead. I under-
stand the chairman gave you 8 minutes. You said you had used
one,hbut we will get moving. He is on the phone with the President
in there.

Mr. StewAaRT. I identified myself for the record, Mr. Chairman.
And indicated that the principal thrust of our testimony relates to
the so-called revenue enhancement measures submitted by the ad-
ministration in connection with its budget. : -

I went on to say and I want to repeat that as a business organiza-
tion representing a very broad sector of the American economy, we
have ‘a very, very serious concern about the high deficits. Perhaps
our feeling on the subject is stronger than those of at least some of
the members of the panel that started the morning for you. And
we feel further, to be more specific with regard to the administra-
tion’s position, that the estimated deficits, whichever estimates you
take, are unacceptable. And, in addition, are not a proper price to

ay for completely uninterrupted carryon of the program as out-
ined by the President in terms of his total economic objectives.

Now this does not mean that in any substantial way we differ
with that program. But we do not feel that in a year of deficit esti-
mation that is so serious one can say don’t touch anything, don’t do
anything, just wait until the program works, Now although we are
concentrating on the revenue enhancement measures, we do sug-

est some outlines of an approach for dealing with the deficits.

hey appear beginning with the second paragraph of page 3 of our
statement and carrying over to-page 4. And I won’t trouble you
with repeating those unless you wish to pursue them. But at least
we feel that not only are the deficits unacceptable, but, second,
they must be dealt with. And dealing with them in an intelligent
fashion, hopefully with a joint effort on the part of the Congress
and the President, will not in any serious way impede the ongoing
progress and development of the President’s program.
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Now moving to the so-called revenue enhancement measures, we
deal with only five. Two, we think, are most important.. One, the
recommendation to abolish legislatively and cripple in a regulator;
mantier the completed-contract method of accounting. And, second,
the proposed alternative minimum tax, which is a modification in
approach to the minimum tax that is already on the books.

e also express reservations about three other revenue enhance-
ment measures. One is the industrial development bond recommen-
dation. Two, the speedup in corporate tax payments. And, third,
withholding on interest and dividends. Let’s take the last two first,
very briefly.

I don't tﬁink the Congress is going to seriously consider the pro-
posal for withholding on interest and dividends. This is a tired, old
turkey that has been on the Treasury list for I don’t know how
long. It will cause more disruption in terms of burden than it can
possibly produce. It will penalize a lot of people that the Congress
18 interested in in connection with some of the perceptions that
were referred to. And our view is that you ought to go the informa-
tion reporting route if you want to tighten further in that area.

With regard to the speedup in the payment of corporate taxes,
this final recommendation in a series over the years represents, in
our view, an overreaching. Corporations cannot estimate down to
absolute precision what their taxes are going to be. That’s an illu-
sion that the Treasury Department has. And, in our view, the last
law that you passed in 1981 took us as far down this road of an
attempted currency of payments as we should go.

Now those comments are thrown out in terms of trying to sug-
gest—as is dealt with in more detail in our statement—that there
are counterproductive aspects to both of these recommendations.
The same thing applies to the third of the second group in terms of
priority of recommendations of the President that we deal with in
our statement. And that’s the industrial development bonds,

This is controversial. It's been on the books. It’s been before the
Congress. There are certain favorable effects of this type of financ-
ing, particularly, in a time when the President wants to get things
back to the local level.

However, there are certain parts of the Treasury recommenda-
tions with respect to tightening the procedures with regard to this
tﬁpe of financing in which we concur. And our statement spells
that out. '

Now, in conclusion, let me say a word about the two aspects of
the President’s recommendations about which we feel most strong-
ly. On the matter of the completed-contract method, I think Treas-
ury is queasy itself or it wouldn’t have asked this Congress to
repeal by statuto’ziy action a method which has been utilized and
implemented by Treasury regulations over a very long period of
time. There are special characteristics involved in long-term con-
tracting. This is true whether the company is a constructor or a
deftta:se manufacturer or a builder of a big material handling
system.

Senator CHAFEE. Mr. Stewart, we've just got to hold you right to
the line here. You've got 30 seconds more.

Mr. STewART. I will come within it. My final comment relates to
the minimum tax. The minimum tax is wrong in principle and in
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concept. And we've developed this in two publications in November
1980 and previously in March 1977. If there are certain tax prefer-
ences on the statute books which should be modified or deleted,
they should be dealt with directly, not through the back door by
virtue of a minimum tax.

That concludes my statement.

Senator CHAFEE. OK.

[The prepared statement follows:]
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Statement of the
Machinery and Allied Products Institute
to the
Senate Committee on Finance
Concerning
Tax Proposals in the Administration's Budget
March 19, 1982

SUMMARY

MAPI does not view this hearing as one seeking comprehensive
plans to deal with the estimated deficits over the next few years
as alternatives to the program of the Reagan Administration.

We, therefore, concentrate on certain so-called revenue enhance-
ment recommendations of the Administration.

On the other hand, the MAPI testimony includes some observations
on the deficit problem and how it might be addressed. In brief,
we feel that more action than the President has recommended is
necessary in order to deal with the twin problems of high deficits
and high interest rates, Further, it is our judgment that such
additional action can be taken without reversing nor in the long
run impeding the extraordinary array of new and sound economic
directions established by the Reagan Administration.

MAPI does not see any conflict between our strong views about
the deficits and the need to moderate them and our comments on
the revenue enhancement proposals presented in this statement.

Completed-contract accounting should be retained as nearly
intact as possible subject to reasonable rules of cost char-
acterization as among "period” and "attributable" items and
reasonable rules of severability and completion.

The Congress should reject outright the Treasury Department's
request for repeal of completed-contract accounting.

The proposal for an alternative corporate winimum tax is almost
as indefensible in principle as the existing corporate add-on
minimum tax, and all such levies should be repealed. The minimum
tax concept results in the negation or partial offset of tax
preferences included in the Revenue Code for deliberate tax and
public policy reasons.

Tax-exempt financing for so-called "private' activities should
not be eliminated, and depreciable assets financed with tax~
exempt bonds should not be relegated to straight-line depreci-
ation. Also, for purposes of industrial development bond (IDB)
financing, small-issue IDBs should be retained without any
attempted distinction between '"small" and "large" businesses.

The various proposals to speed up corporate tax payments

would have the effect of requiring such taxpayers to overpay
their liabilities in order to avoid penalties, and consequently
should be rejected. The recommendation represents overreaching
on the part of the Treasury Department and it assumes a precise
estimating ability which is impossible to achieve, even by
large and sophisticated corporations.

The proposal to have withholding of taxes on interest and
dividends would burden unduly the financial affairs of many
organizations and individuals (including the elderly), and
should-be abandoned. It would probably not be cost-efficient.
In rejecting the proposal, the Congress should send the Trea-
sury Department a message to delete the item for the foresee-
able future rather than resurrecting it periodically.
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Introduction

The Machinery and Allied Products Institute (MAPI) is pleaszd
to have this opportunity to comment to the Senate Committee on Finance
on tax proposals in the Administration's budget, as announced in President
Reagan's State of the Union address on January 26, 1982, and amplified
in his Budget Message of February 8, 1982. Since the outlines of the
Administration plan were made known, Treasury has published further
explanations of the tax initiatives, and we will comment on both general
and specific aspects of the program.

Regarding MAPI's interest in this proceediﬁé, the Institute
represents the capital goods and allied product industries of the United
States, and engages both in original economic research and public policy
representation aimed at advancing the technology and furthering the
economic progress of the nation. In this capacity, MAPI has a direct
interest in the federal government's fiscal, monetary, and regulatory
policies, which, in turn, have a substantial influence on the nation's
prosperity and its progress toward goals of increased real growth,
increased employment, an improved defense posture, and reduced inflationm.

MAPI does not view this hearing as one seeking comprehensgive
plans to deal with the estimated deficits over the next few years as
alternatives to the program of the Reagan Administratlon.  We will,
therefore, concentrate on the so-called revenue enhapcement recommendations
of the Aduministration., On the other hand, we feel obliged to make some

observations on the deficit problem and how it might be addressed.
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The Seriousness of the

Projected Deficits

By any generally accepted measure, whether it be the Administration

estimates or those of the Congressional Budget Office, even allowing for
implementation of certain recommendations of the President, as to tax
initiatives for éf;apie, this country confronts very high and serious
deficits. MAPI considers them to be unacceptable at the levels projected.
The Administration takes the positis>n that even after application of as .
much discipline as possible to government spending, and even assuming the
adoption of its tax initiatives, the remaining high deficits are the price
that must be paid for continuing in ;ffect the basic elements of the economic
program which the President has advanced and which in large part the Congress
has adopted.

MAPI has no quarrel with, indeed we applaud, the basic directions
shaped by the President and his Administration in reference to reductions
in tax burdens so as to increase equity and improve savings and investment;
elimination o} other government disincentives to savings and investment
to the extent appropriate; reasonably accommodative but stable growth in
the supply of money and credit; the ellmination of wasteful and otherwise
unnecessary governmental spending; and a reduction in regulation of the
private sector to the extent consistent with the public interest.

On the other hand, although wr strongly concur in these objectives
and endorse their continued implementatlion, we feel that the deficit
situation and the related problem of high interest rates, coupled with
what we perceive to be some erosion of confidence in the state of the

economy, require more action than the President has recommended in order

to deal with the twin problems of high deficits and high interest rates. .
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Having made clear MAPI's general concurrence in what we consider
to be an extraordinary array of new and sound economic -directions established
by the Reagan Administration, we feel that those directions need not be
reversed nor in the long run impeded by taking some tax actions at this
juncture, coupled with further expenditure reductions, which will contribute
to a reduction in deficits at least in the coming years. As already
indicated, it is not our purpose to lay out a definitive program to meet
the objective just stated. That function, we feel, must be a joint effort
by the Executive and Legislative branches. Our intent at this point is
to underline our feeling that such a joint effort is necessary, indeed
critical. A whole range of alternatives which have been discussed by
members of the Congress and public commentators are certainly worthy of
consideration.

Entitlement programs, in our view and as Senators Domenici and
Hollings have pointed out, must be addressed.. A possible freeze in
domestic discretionary spending might be considered. Increases in cer-
tain excise taxes certainly are worthy of careful study. A significant
number of members of the Congress have suggested that certain provisions
of thé Economic Recovery Tax Act of 1981 should be reexamined. If that
were to take place, we would certainly urge that any reductions in benefits
be evenhanded as between corporations and individuals./l This prompts
us to observe more generally our feeling that if a significant reduction
in the deficit beyond the spending cuts already recommended by the

President--and realistically some of those may not be adopted--is to be

l/ The legislative history of ERTA will show that MAPI was not only one
of the strongest supporters for liberalized capital cost recovery
allowances, but that we also urged that individual taxpayers be given
substantial relief by across-the-board reductions in marginal tax rates.

94-278 O—82——8
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achieved, a program which will impact a range of interests is likely to
be necessary.
Further, although we are very much aware of the need for the

-~ -

United States to streng(hen.its naEIEEAl security, as we confront the
overriding problems of high deficits and high interest rates, we do not
believe that absolute protection can be given to the defense budget.
Rather, at least Some-moderate and hopefully temporary moderation in
defeﬁse expenditures should be considered. If approved, such a moderation
should avoid unfavorable effect on improvement in maintenance and
readiness.

Having said all this, let us return to the principal thrust
of this presentation, the package of so-called revenue enhancement
recommendations which the Administration has advanced and the Treasury
Department hag particularized. These recommendations are called revenue
enhancement measures (REMs). This, of course, is a euphemism, For the
most part they represent tax Increases or have that effect. I; this
respect Administration rhetoric which opposes tax increases in general
is inconsistent with the real nature of these proposals. As a matter
of fact, tax increases are not only involved, the effects of certain of
these recommendations are in conflict with the overall objectives of the
Administration with reference to capital formation, savings and investment,
etc.

At this juncture it is appropriate to reconcile our op;;sition
to certain of these REMs with our strong views about the deficits and

the need to moderate them. First, our views on the REMs are limited to

™
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five proposals so that by no means do we appear here in opposition to
the entire package. Further, although we comment on five of thesg
recommendations, we feel most strongly about two, namely, the suggested
rescission of the completed-contract method of accounting for tax purposes
and the newly formulated minimum tax recommendation. We also comment
critically as to those REMs bearing on industrial revenue bonds, with-
holding on dividends and interest, and further speed-up of corporate tax
payments. In these instances our purpose is to try to help ensure that
the Congress in studying these three recommendations is aware of certain
counterproductive results that will oceur if the Congress conforms to
Treasury views.

Finally, as we put in perspective our general comments about
the deficits and high interest rates and our treatment of certain of
the REMs now being considered by this Committee, we anticipate that the
Congress will look at the tax proposals advanced by the Treasury
Department as representing ideas for consideration in a broader effort
to deal with the deficit-high interest rate dilemma. In other words,
the REMs just represent one set of ideas which should be studied by the
Congress as distinguished from being treated as a separable package of
well-reasoned recommendations, which in many respects they are not.

Some specifics in brief.--As more fully described later, we

have arrived at the following conclusions on certain of the proposed
revenue enhancers:

1. Completed-contract accounting should be retained as

nearly intact as possible subject to reasonable rules of
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cost characterization as among "period" and "attributable"
items and reasonable rules of severability and "completion"
to ensure that contracts do not remain open indefinitely

when there is no sound tax-policy reason for continued
nonrecognition. The law should continue to veflect the
principle that no tax will be due on a long-term contract
until it is certain that taxable income--rather than a loss--~
is the result, whether advance or progress payments are
received or not. 1In no case should period costs incurred
with respect to existing or.future long-term contracts be
subject to a minimum tax on tax preferences.

We believe that the proposal for an alternative corporate
minimum tax is~-like the existing add-on corporate minimum
tax-~indefengible in principle, and would be an administrative
morass. Whereas the change from an add-on to an alternative
minimum tax, considered in isolation, would be unobjectionable,
the underlying concept of the minimum tax itself is gravely
defective and the Administration's proposal would extend

and seriously complicate the original policy error. The
corporate minimum tax, not to mention the same or similar
levies applied to individuals, should be repealed.

We have reservations about elimination of tax-exempt
financing for so-called '"private" activities and believe

that depreciable assets financed with tax-exempt bonds

should not be relegated to straight-line depreciation.
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Also, for purposes of industrial development bond (IDB)
financing, small-issue IDBs should be retained without

any attempted distinction between "smali" and ''large"
businesses. We do not take exception at this time to

the proposals for public approval; for a commitment by

the sponsoring governmental unit; for registration and
information reporting; or for increased arbitrage
limitations~~provided that each of the foregoing conforms
to standards of fairness and administrability.

The speed-up of corporate estimated tax payments should

not be pursued because corporations are unable to estimate
their tax liabilities accurately prior to year-ead and, even
then, need the additional time currently allowed in which
to gather information and carry out computations for that
purpose. Moreover, the proposals to step up the percentage
and pace of payments come directly on the heels of newly
enacted law imposing significant changes of the same type.
We will not endorse any plan that has the effect of requiring
taxpayers to overpay their liabilities in order to avoid
penalties.

The proposal to have withholding of taxes on interest and
dividends has the dubious distinction of being the most
consistently and resoundingly rejected idea for tax
revision of the last eight decades. It has more potential
for burdening the financial affairs of more organizations
and taxpayers (including the elderly) than any other REM

proposed, and should be abandoned.
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Congress Should Reject Abolition of Completed-Contract
Accounting Method and the Proposed Alternative
Corporate Minimum Tax

CCM Accounting

The Treasury recommendations on completed-contract method
accounting include a regulatory proposal and a legislative proposal
which would repeal the method. Reading between the lines, it seems fair
to observe that the inclusion of a recommendation for statutory repeal
at least infers a sense of weakness about the CCM account'ing recommendations
and a feeling that without a congressional repealer, Treasury would be
-swamped with law suits. Such litigation presumably would contest the
legality of overturning long-established and well-reasoned regulations
permitting completed-contract method accounting on a fair and equitable
bas%s.

The CCM regulations under Code Section 451 would be amended to
restrict severely the listing of indiréct costs that will qualify as
period items; and to "clarify" the rules on severability, aggregation,
and "completion.”" Based on changes that would be made to regulations
under Code Section 446, taxpayers using the accrual shipment or accrual
acceptance method of accounting for multi-unit contracts would have to
accrue Income upon shipment or acceptance of the various units and not
the final unit, Regulations implementing Code Section 471 would be
amended so that taxpayers entitled to use an inventory method for a
long~term contract also would be required to use the costing rules set

forth for the CCM,
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A legislative proposal would (1) repeal the CCM; and (2)
provide that taxpayers must elect to use either the percentage-of-completion
method or the "progress paymeng“ method of accounting for long-term
contracts. The latter method would be new and would have most costs be
allocated to long-term contracts and be deferred until the taxpayer has
a right to receive payment under a contract. When the right to payment
accrues, the taxpayg? could deduct the total of the current and previously
unclaimed costs allocated to a contract, up to the amount of the accrued
payment. Accrued payments in excess of costs would give rise to taxable
income, and certain borrowings in lieu of payment would be treated as
payments.,

Generally, the proposals would be effective for taxable years
beginning after December 31, 1982. However, taxpayers could continue to
ugse the current long-term contract accounting rules for contracts entered
into on or before February 26, 1982, and the existing period cost rules
could be followed for such contracts by taxpayers electing the cut-off
method of change in accounting. After 1982, period cost deductions
allowable under the transition but not permissible in accordance with
the new requirements would be an item of tax preference subject to the
corporate alternative minimum tax.

In general.--MAPI strongly opposes the proposed legislation to
repeal the CCM and to require the use of the percentage-of-completion or
the progress payment method of accounting. furthermore, as to the
proposed regulations, we believe that completed-contract accounting

should be kept as nearly intact as possible, consistent with reasgonable
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rules-of cost characterization, contract severability, contract aggre-
gation, and "completion." The law should continue to reflect that it is
inequitable to require the imposition of a tax on a long-term contract
before the taxpayer knows whether the contract has given rise to income
or a loss., Further, the existence of advance or progress payments
ordinarily has no bearing on this determination and, consequently, the
accrual or receipt of such payments should not trigger income recognition.
Finally, the minimum tax coverage of "excess period cost deductions" is
inconsistent with our position on CCM costs generally and the minimum

tax itself, and would amount to a "watering down'' of the CCM transition
rule for corporations that would be affected by the alternative minimum
tax.

Consequences.-~In MAPI’; judgment, the CCM proposals would be
damaging and counterproductive, as partially borne out by the Treasury's
estimates of very sizable projected revenue gains to the government
averaging some $4.0 billion per annum after the transition year. These
revenues would be drawn from the cash flow of long-term contractors.
They would be denied legitimate period cost deductions as incurred and
would be taxed on accrued payments in excess of attributable costs
regardless of the stage of contraéc completion and irresp:ctive of
uncertainties as to whether a transaction will be profitable or not.
The tax policy implicit in the proposals is directly against the grain
of policy that has been embedded in the federal income cax since 1918

and has not only "survived" periodic review but hras been amplified,

restated, and reaffirmed in deference to the ci:cumstances of the
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long-term contractor to which it is addressed./l1  Also, the proposal
is at cross-currents with capital formation incentives of ERTA which
would be more than offset in many instances by the CCM proposals.
Affected‘garcieé.—-As to who would be affected, the answer is
"long-term contrgctors" engaged in any eligible activity using the CCM
or using inventory methods of accounting that are similar in their
result. These are businesses with contracts that require a significant
period of time from inception to completion and acceptance, and they
typlcally entail high risk because of (1) the time to completion, and,
in many cases, (2) "custom" or "state of the art" aspects of the contract
subject matter./2 Among the risks that are greatly magnified in long-
term contracting are those of supply interruptions, litigation, strikes,
unforeseen changes in costs, inclement weather, delays of any kind
beyond the control of the contractor, changes in technology or in
applicable regulations and codes, adve;se changes in credit availability
and cost, change-orders initiated by the customer, and penalty clauses
‘effectuated by events that were not anticipated.
Due to these types of risks along with customer retainages,
the long-term contractor usually cannot know with any certainty the
existence or magnitude of taxable income from a transaction until contract

completion and customer acceptance.

1/ For a discussion by IRS of the reasons underlying the CCM, see Revenue
Ruling 70-67, 1970-1 Cum. Bull. 117.

2/ MAPI's membership includes affected parties engaged in the manufacture
and installation of many types of industrial and other machinery,
including equipment that is custom-made; in construction; in advanced
electronic systems for commercial applications; and in defense con-
tracting.
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Impacts.--In that connection, MAPI has engaged in some informal
surveying to try to identify the potential impacts of the CCM proposals.
The central concern of taxpayers 1s that some amount approaching or
approximating the estimated provision for taxes payable upon contract
completion would become due and payablé in advance. Such an eventuality
would siphon capital directly out of affected corporations and industries
prematurely, and, even with a }iberal transition rule could cause disruption
and hardship. Almost universally, parties with whom we have spoken
would have to "refinance" their lost capital in the credit markets,
often under terms and conditions that would be relatively disadvantageous.
Ultimately, they would hope to pass the increased costs to their customers
in order to preserve acceptable profit margins and rates of rethrn on
invested capital, but their ability to do so and to compete in the
future against companies not comparably burdened would be in doubt.

Having mentioned that ERTA benefits would be offset, we also
note in the defense~procurement context that efforts of the Department
of Defense to improve the "climate'" for contractors on matters of
profitability and progress payments could be nullified by the CCM
proposals, We think it unfortunate that companies engaged in high risk,
high priority, low margin activities would be asked to pay taxes on
their transactions before their taxable income therefrom, if any, could
be ascertained. Our sentiments about this are reflected in excerpts
from a February 25, 1982 letter of Frank C. Carlucci, Deputy Secretary
of Defense, to R. T. ("Tim") McNamar, Deputy Secretary of the Treasury.

Although Secretary Carlucci was not wholly crit1c§1 and conceded that
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Treasury was the 'lead" agency in establishing tax policy, he made the
following deft observations:

. + . [W]e are concerned about the impact these changes
may have on the ability of contractors to iinance the
work they must perform under defense contracts. We are
also concerned about the ability of the contractors to
make investments in capital equipment that will result
in more efficient production and thereby lower the total
cost of our weapons systems.

* * *

+ « + The Economic Recovery Tax Act of 1981 did a great
deal to provide investment incentives to the defense
industry and was a move we strongly supported. We
believe your current proposal will have the effect of
removing those investment incentives and will put the
defense industry and other long~term contracting
businesses at a productivity disadvantage in relation

to other manufacturing firms. At a time when it is vital
that defense productivity increase, we don't believe

this change is wise.

Treasury's reasons for change.--Treasury's February 26, 1982

Release as it pertains to the reasons behind the CCM proposal is 1llumi-
nating and deserves comment. First, the CCM is faulted for deferring
tax recognition to a later date than is done under "standard (financial]

accounting practices,"

a point that is virtually irrelevant in light of

the tax policy that underlies the CCM but has no bearing whatsoever on
financial accounting. Secondly, reference is made to "large and unintended
tax benefits." In our opinion, the events of 1968~1976 surrounding the
rearticulation of tax policy for advance payments and long-term contracts
hardly could have yielded anything '"unintended." Also, the reference to
"tax benefits" is inapposite in the framework of a discussion of whether

or not to discontinue nonrecognition of income where the existence of

taxable income is not even known.
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There follows in the same Release an expression of concern
that, because of inflation and the increasing size of new contracts, the
deductible costs often will exceed the income to be recognized from old
contracts in any one year. This may be true in some instances, but it
again 1s not germane to the issue, which is whether it would be sound
policy to recognize and tax receipts or accruals on long-term contracts
before the existence of profits can be determined. Nor does the same
statement explain why deductions for period costs having no direct
causal or beneficial relationship to particular contracts shoéld be
delayed until the completion of contracts to which they do not directly
relatg.

Disparities?--Treasury's explanation of its CCM proposals
dwells at some length on presumed disparities as among companies that do
and do not use the CCM. The computations are correct, given the facts
and assumptions of the examples discussed, but the implication that
there 1s an inequity is misleading. Specifically, taxpayers eligible to
uge the CCM ordinarily can use either the CCM, the percentage-of-completion
method, or an inventory method of accounting, subject to rules of election,
consistent application, etc. Each of these options has certain advantages
and disadvantages, from both tax and financial accounting standpoints,
and the taxpayer makes a conscious choice of accounting method based on
individual preferences, exposures, and expectations. Indeed, we could
present examples where a taxpayer using percentage-of-completion accounting
would be better situated than one using the CCM. Treasgury can creat;

illustrations--such as those presented in its general explanation of the
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CCM proposals--for any scenario where there is a timing difference with
respect to income and/or deductions, but the divergent results at the
bottom line in a single case do not alone support an argument for tax
revision,

\ The legislative proposal.--MAPI opposes the legislative

proposal to repeal the CCM and require the use of percentage-of--completion
accounting or the "progress payments' method. As noted later, we are
willing to participate in the resolution of such matters as may need
attention in the CCM regulations, but we very definitely disapprove
repeal. In addition, we consider the progress payment proposal to be an
unsatisfactory substitute for the CCM. As already noted, we do not
believe that there should be any recognition of income and costs attributed
to long-term contracts until completion where the taxpayer elects such
treatment, In contrast, the progress payment method would treat the
right to receive an advance or progress payment as being an event with
tax significance calling for inclusion in income of the amounts in
question offset by allocable costs that are current and previously
unclaimed up to the amount of the accrued payment, Payments in excess
of attributable costs would be taxed, but attributable costs in excess
of payments would be carried forward. Advance payments would be spread
over the l12-month period following receipt or accrual for purposes of
inclusion in income or in some cases might be entitled to a longer
spread upon request and with permission granted.

Little value,--Without wishing to seem intransigent, we find

little redeeming value in the progress payment method (PPM). The FPM 1is
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a contrivance to auément and expedite the collection of revenues by the
federal government, without apparent care for whether or not revenues
ought to be gathered. Whereas the CCM since 1918 has allowed taxability
to be determined on the basis of a time period equivalent to the contract's
duration rather than the arbitrary, annual, accounting period, the PPM
would gcrap this option. The PPM would appear to be a tax on cash flow
and capital itself rather than income; would have a ''one way" aspect in
that it would impose a tax where accruals exceed attributable costs but
withhold recognition to the extent costs exceed accruals; and would
interfere considerably with the financing of long-term contracts via
loans, advances, and progress payments. An interrelated concern is that
period costs would be severely restricted, a subject we will address for
convenience in the context of the proposed regulations ;lthough they
would be covered in the legislation as well.

Complexity.-~Relatively little has been said to date about the
complexity of the PPM, perhaps because taxpayers have been diverted by
the extraordinarily high potential tax cost to them of the proposal. We
readily acknowledge that enough accountants equipped with enough computers
and calculators could master any system of books and records that is
logical, symmetrical, consistent, and compleie. By the same token, they
would not select a system based on those characteristics alone, without
reference to others already in place and such practical aspects as ease
of implementation, simplicity of operation and maintenance, comprehen-
siveness of application, and universality of output. On the positive
side of the ledger, we would commend Treasury for its intellectual

curiosity in seeking to invent a new method of tax accounting, although
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we disagree that any new method is needed. On the negative side, we
find the PPM to be a peculiar "hybrid" with inconsistent, discontinuous
links to at least four methods of accounting--cash, accrual, completed-
contract, and percentage-of-completion--the net result of which is to
tax work-in-progress based on cash and cost flows unrelated to earnings.

New systems.--A number of taxpayers that have examined the PPM
closely and used it to "price out" the Treasury proposal for contracts
with advance and progress payments spanning a number of years have
remarked that the method is much more difficult to use than any one
currently in place or previously available. Under the PPM, cash receipts
or accruals virtually take on the significance of sales requiring new
recordkeeping for such amounts and for current and previously unclaimed
costs. Whereas the CCM is relatively simple to operate and seems
understandable to pecple, the PPM would require fairly elaborate new
accounting systems and procedures useful for no purpose but tax reporting,
and 1is not reconcilable with established policy objectives. In deciding
whether to act on the PPM or not, we feel that the Committee should
inquire not only into the policy but also into the procedural aspects--
although the latter admittedly are of less moment--because we understand
that unnecessary paperwork burden imposed on the private sector by the
government for special purpose reports is anathema to the current Admin-
istration and of some concern to the 97th Congress as well.

Financial accounting and non sequitursg.~-We wish to reemphasize

one point on tax and financial accounting distinctions, because we are

-

aware of some disposition on the part of Treasury to 'substantiate! its
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proposal based on movements in the financial accounting arena to restrict
the availability of completed-contract accounting. We refer to Statement
of Position (SOP) No. 81-1 of the American Institute of Certified

Public Accountants (AICPA) on "Accounting for Constructioa-type Contracts,"
and Statement No. 56 of the Financial Accounting Standards Board (FASB)
establishing SOP No. 81-1 as "preferable" for changes in method of
accounting quer Accounting Principles Board (APB) Opinion No. 20.

First, any "justification' sought by Treasury from SOP No. 81~1 on

behalf of its tax proposal is not pertinent because the tax policy
supporting the CCM for tax accounting purposes is not relevant in estab-
lishing financial accounting standards. We refer to the principle of
withholding taxation until the existence of taxable income is known.

The CCM always has been a departure from orthodox accrual accounting for
this reason, and ostensibly '"supporting' references to financial accounting
conventions are not controlling.

Whence Section 462?7--We remarked earlier that long-term contracts

typically have more risk than other transactions, Rather than extract
taxes during the course of performing a contract that ultimately may be
a loss, the government, under CCM accounting, waits until the results
are known. Now that Treasury proposes to abandon this established
policy, we should call attention to the fact that the Internal Revenue
Code still does not allow taxpayers to claim deductions for estimated
future losses. mer interested parties sought this type
of reform of the tax laws in 1954 to reflect proper accounting, and the

erstwhile Code Section 462 was the result, only to be repealed shortly
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after enactment because the draftsmen failed to include approptiﬁte
safeguards and transitions. The matter was addressed again briefly in

the early 1970s only to be shelved, a victim of budgetary priorities.

Short of exhuming a complicated issue to add to others already "on the
table," we would simply observe that repeal of the CCM would be inequitable
in the absence of some other device to mitigate the burden of taxes where
the risk of loss is substantial.

The regulatory proposal.--Detailed comments on the regulatory

proposal, particularly with respect to costs that would be removed from
the exigting list of period items, are included in Appendix A to this
statement.

Effective date and transition.--It seems obvious to MAPI that

any adverse legislative or regulatory changes in the tax law affecting
long~term contractors--which changes we do not here support~-should
thoroughly exclude transactions entered into prior to a date at least
six months following enactment and promulgation. Due to the lead time
in bidding for such contracts and dramatic cash-flow effects that changes
in the tax law and regulations could have, this type of delayed imple-
.mentation strikes us as the only practical way to lead into a new tax
framework without disruption. Furthermore, time would be needed to
bring the new accounting "on stream" if only to accommodate systems and
software changes, and personnel reorientation. Clearly, taxpayers can
take no definitive steps until the policy 1s established, and there
certainly is nothing talismanic or actionable about events that occurred

on September 24, 1981 (the President's fall budget message) or February

94-2718 O—82——9
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26, 1982 (the issuance of explanations of the proposals). As with the
question of costing, dis;ussed earlier, fairness should be the criterion
and not the flow of revenues to éhe government.
Minimum Tax

Effective January 1, 1983, the current add-on corporate minimum
tax would be replaced with a new 15 percent alternative minimum tax on
""corporate profits" in excess of $50,000, which would be paid if it
exceeded the regular corporate minimum tax. Corporate profits would be
calculated by adding back to a corporation's taxable income (excluding
net operating loss carryovers or carrybacks) the following series of
special deductions, which expand upon the items of tax preference subject
to the current minimum tax:

Excess percentage depletion.

Accelerated depreciation on real property.

Amortization of certified pollution control facilities.
Amortization of child care facilities.

Reserves for losses on bad debts of financial institutioms.
Intangible drilling costs.

Mining exploration and development costs.

W NN B W e

Lessors' leasing benefits.

b

Deductions for debt to buy or carry tax-exempt securities.
Deferred DISC income.
Certain shipping income.

e e
N o= O

Amortization of motor carrier operating rights.

oy
w

Excess interest on original issue discount bonds.

-
&

Deductions for certain costs incurred with respect to
long-term contracts.

In general.~-To reiterate our position generally, the corporate

alternative minimum tax proposal--like the existing corporate add-on
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minimum tax--is indefensible in principle, and would be an administrative
morass. Whereas the change from an add-on to an alternative minimum
tax, considered in isolation, would be unobjectionable, the underlying
concept of the minimum tax itself is gravely defective and the Adminis-
tration's proposal would extend and seriously complicate the original
policy error. We believe that the corporate and individual minimum
taxes should be repealed, and that Congress should deal individually
with such "tax preferences" as may seem to deserve review. MAPI has
long held this position and documented its views in March 1977 in the
pamphlet entitled "The Minimum Tax on Tax Preferences--The Back-Door
Route to Federal Tax Increases" and in November 1980 in a commentary
entitled "The Minimum Tax on Tax Incentives: A Threat to Capital For-
mation."

There 1s a broad spectrum of support for this basic proposition
we espouse, Including such noted authorities on taxation as Professor
Boris I. Bittker of Yale University Law School who testified in pertinent
part before the House Committee on Ways and Means on June 23, 1975, as
follows:

"I want to address myself this morning, and I will

do this briefly, to a fundamental question that I think

your committee must cope with. That is whether in

approaching your task you would do well to focus on

tax provisions individually on their merits retaining

those that seem worthy, repealing those for which a

good case cannot be made, modifying, limiting,

expanding, and so on, others as that seems appro-

priate; or whether instead the committee should

continue along the tendency which has become

evermore apparent in the last few years of moving
to such roundabout, as I would see them, approaches
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to tax reform as the minimum tax, the proposed
limit on artificial accounting losses, and the
proposed allocation of permanent deductions between
taxable and exempt income.

I would like to urge the committee to do the former,
to bite the bullet of tackling statutory provisions head
on making the judgment and then standing by the judgment
as to whether provisions considered on their merits are
worthy, should be repealed, should be expanded, or
modified, and so on. .

First, a comment on the-minimum tax which was enacted
in 1969. 1In my view, this approach to the area is going
to lead and indeed to some extent has already led to an
open-ended endless process of tinkering with very little
positive advantages, and some serious disadvantages.

You have already faced, and I am sure if you continue
on this road, will face again and again in the future the
question of whether a minimum tax should be an alternate
tax to be paid instead of the regular tax under specified
circumstance, or a supplemental tax, or auxiliary tax to
be paid in addition to the regular tax.

You will have constantly before you questions of the
exemption level for the minimum tax in whatever form it
may be adopted. You will have the rate question. You will
have above all an endless series of questions about the
items to be included as tax preferences or tax allowances,
or whatever the label may be, because it is perfectly clear
to me, and I think clear to all that there are bound to be
a series of distinctions or compromises between a wholly
comprehensive concept of economic income which as has been
suggested before would include net worth changes, and a
singling out of particular items, particular tax provisions
for inclusion in the economic income base.

In other words, economic income it seems to me is
almost certain to be itself a series of compromises, and
I think this committee will find the making of those
compromises a never-ending process, and in the meantime
it is my view that the basic provisions themselves will
tend to be neglected on the theory that whatever defects
they may have will be adequately taken care of through the
minimum tax, and indeed there may be an invitation, an
implicit invitation to expand the basic provisions in a
way which miraculously Mr. Surrey and Mr. Smith agreed was
undesirable on the theory that, no matter what you throw
into the Code, the minimum tax will make up for the
defects of that decision.
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Then finally with respect to the minimum tax, it
seems to me its fundamental concept is open to serious
objection, What I mean is this: That if for some reason
the committee and the Congress determined that a particular
tax allowance, let us say, for low-cost housing, or what-
ever it may be, is desirable, I find it difficult to under-
stand why one should then nibble around the edges with a
minimum tax. If a particular housing project for example
is to be encouraged, or housing is to be encouraged through
this tax allowance that I have just suggested, why should
it make a difference that "A" invests a great deal in that
project and helps to get it built and gets the deductions
which are implicit in that project, or "X", "Y", and "2",
enter into the project as partners and divvy up the tax
allowances among them in a way that escapes the minimum
tax?

In other words, once your decision has been made to

adopt the allowance because you see a social objective

or an economic objective that is to be achieved, it seems

to me that you ought to be prepared to accept the

responsibility that that allowance 1s going to be availed

of by persons who wish to invest or move into that activity

and, as I say, I find it difficult to understand why

assuming the objective is desirable it should make a

difference that one person moves into it very heavily,

or a group of people move into it on a more restrained

scale."/1 -

LI T

Understatement.--To describe the minimum tax as a "roundabout"
approach to tax reform is to engage in understatement. The Congress
enacted certain tax incentives because it found they were economically
or socially desirable, and then it imposed a minimum tax on the incentive
element to dampen its effect, This 18 policy in a state of confusion--a
point to which we will return--and we are no more sanguine about the
device after 13 years of exposure to it than we were in 1969 when it was

enacted. Although an alternative minimum tax comports more nearly with

the "fair share" rationale for the levy than does the add-on variety,

1/ "Tax Reform Hearings," June 23-25, 1975, Committee on Ways and Means,
U.S. House of Representatives, 94th Congress, lst Session, Committee
Print, pp. 73-76.
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the allegations of runaway overindulgence in tax preferences by wealthy
taxpayers has not held up well under close scrutiny, and the tax never
will prevent avoidance by those so inclined in any event. Meaawhile, it
is an unwelcome complication of a federal income tax law that already is
too complex, and, to aggravate matters, the tax undermines legislation
that was enacted to reduce tax disincentives to capital formation. The
minimum tax is "scattershot” policy with the appearance of an abdication
of responsibility it obfuscates legislative intent as to the handliﬂg of
specific issues; and it, therefore, should be repealed.
Confusion.--Returning to "confusion'" as it relates to the
proposals, we can assure the Committee that the management and planning
of corporate affairs is not facilitated by uncertainties with respect to
tax burden. The minimum tax proposal would introduce a new element of
uncertainty because corporate taxpayers--especially in capital-intensive,
cyclical industries--often could Aot know with any degree of assurance
whether and in what amount they would incur the alternative levy.
Similarly, the possibility of encountering the minimum tax would always
leave doubts as to the "benefit" to be expected from tax preferences
otherwise routinely available to corporations in their operations.
Whereas Treasury has given the impression that it wishes to tax corpo-
rations that pay little or no federal income tax while reporting large
profits to their shareholders, the proposal bears no relation to income
_reported to shareholders and would affect many corporations with low, or
nonexistent, regular, corporate income taxes even when there are book

losses as well., This would be a strange--in some respects, ominous--
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turn of events, wherein minimum taxes would be extracted in years of
difficulty (an untimely burden) and credited back against regular taxes
payable in years of recovery (an untimely benefit).

Investment tax credit.--Another especially bothersome aspect

of this proposal stems from our understanding that some 50 percent of
_the estimated revenue "take" from this proposal would be due to the
deferral of investment tax credits (ITCs) because no credits other than
the foreign tax credit would be allowed to offset the minimum tax. For
example, consider a corporation "A" under existing corporate tax law
with taxable income of $1 million: Assuming for simplicity a rate of 46
percent, the regular tax before credits would be $460,000. Assuming
ample ITCs, up to 90 percent of the regular tax, or $414,000, would be
offset by credits, leaving a tax payment of $46,000. Now hypothesize a
corporation "B" under the proposed law with "corporate profits' in
excess of $50,000 (i.e., the minimum tax base) amounting to $1 million;
a 15 percent alternative minimum tax of $150,000 due and payable because
(we will assume) it exceeds the regular tax; and sizable carryforward
ITCs. This corporation "B" would have to defer its ITCs until a future
year when the regular corpzrate income tax exceeds the minimum tax.
Depending on the length of the deferral, the value of the ITCs could
dwindle to nothing. MAPI objects to this "back door" attack on ITCs,
and we cite it as but ome of several shortcomings of a proposal that
should be scrapped.

A minimum tax on no tax preferences?--We note also--from

Examples 2 and 3 of Treasury's general explanation of the proposal--
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that the alternative minimum tax could apply to a corporation withk none
of the listed tax preferences. Consider corporation "A" in the previous
example with $1 million of taxable income, $460,000 of tax before credits,
$414,000 of credits, and a $46,000 regular tax payment under ordinmary
computations. This same company's "corporate profits" in excess of
$50,000 would be $950,000 (i.e., $1 million of taxable income plus zero
“"gpecial deductions' minus $50,000). The alternative minimum tax would
be 15 percent of this amount or $142,500. Inasmuch as the alternative
minimum tax would exceed the regular corporate income tax, the former
would be due and payable, with a minimum-tax credit of $96,500 ($142,500
minus $46,000) to be carried over as a credit against the regular tax in
the next year's computation. This objectionable and unprecedented
aspect of the proposal would resurrect the concept of "economic income,"
and saddle corporate taxpayers with a minimum tax of 15 percent on
taxable income regardless of the circumstances.

Preferences.--As to the proposed new preferences, we note that
a recent Congressional Budget Office (CBO) report identified the existence
of some 104 categories of "tax expenditures" as being in existence for
fiscal year 1982./1 We assume that Treasury selected the new items in
its list in order to curtail the cost of some preferences thought to be
less efficient than others; to try to reduce controversial preferences;
and/or simply to settle on ones with limited political exposure for the

Adminigtration. Short of traversing the entire list, we will direct our

1/ "Tax Expenditures: Current Issues and Five-Year Budget Projections
for Fiscal Years 1982-~1986," CBO, September 1981.
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comments to deferred income of Domestic International Sales Corporations
(DISC), with the intent that similar views could be addressed to most of
the others. We stated earlier that tax incentives should not be reduced
through the "back door" approach of a minimum tax but instead should be
considered on their individuai merits. DISC exemplifies this because
the enactment or removal of an export tax incentive should be decided
with ;eference to the international trade environment, including tax
treuties, bilateral and multilateral trade pacts (where applicable),
nontariff barriers to trade, and other U.S. and foreign export policy.
The future of DISC benefits should not be a function of "fair share"
rhetoric having nothing to do with the subject maCfer.

Summation.--To concludé on the minimum tax proposal, we see
some usefulness to changing the corporate minimum tax--if there is not
to be outright repeal--from an add-on mode that layers one tax indis-
criminately atop of another to an alternative mode. However, we object
to lengthening the list of preferences and having the tax operate where
there 1s no preference income at all. Also, we urge the Committee not
to allow any such tax to reduce the value of investment credits.

By any objective analysis, the minimum tax is a blunt, dull,
mischievous, and just-plain~poor instrument of tax policy, and in our
opinion, should be stricken from the statute books:

Reservations Expressed About Elimination of Tax-Exempt

Financing for So-Called Private Activities
‘ (Industrial Development Bonds)

Treasury's proposal would limit tax exemption for "private
purpose” obligations currently eligible under Code Section 103 to those

isgued under the following conditions:
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The bonds must be approved by the highest elected official
or legislative body of the governmental unit, or by a voter
referendum,

For bonds issued after 1985, the governmental unit would
have to make a commitment to the facility being financed
equivalent to 1 percent of the face amount of the bonds

on the date of issue, or designate the bonds as general
obligations.

Depreciable assets financed with tax-exempt bonds would be
subject to straight-line depreciation over the recovery
period used for earnings and profits (E&P) computations.
Exempt "small issue'" IDBs would be limited to '"small
businesses," as defined. A small business would be one
with capital expenditures of less than $20 million over

a six-year period and not more than $10 million of IDBs
outstanding after issuance.

Within the restrictions of items 1. through 4., above,
small-issue IDBs could be sold as a part of an umbrella
%saue of bonds.

Each bond would have to be in registered form and
information concerning the issuance of the obligations
would have to be reported by the state or local government‘
to IRS. .

Restrictions on the investment yileld from the use of bond

proceeds would be extended to reserve funds and funds held
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during the temporary construction period. Bond costs could
not be taken into account in determining the arbitrage yield
limitations.

8. Except as indicated above with respect to the financial
commitment rule, item 2., the additional restrictions
generally would apply to private purpose bonds igssued
after December 31, 1982, However, the restrictions would
not apply to single-family mortgage subsidy bonds issued
before January 1, 1984, because those bonds would be
denied exempt status after 1983.

Gereral observation.--As set forth earlier, we do not take

exception at this time to the proposals for public approval; for a
commitment by the sponsoring governmental unit; for registration and
information reporting; or for increased arbitrage limitations--provided
that each of the foregoing conforms to standards of fairness and admini-
strability. We adopt this posture partly in response to Treasury's
rhetorical characterization of IDBs as "private purpose" bonds. Although
the bonds in question depend on the creQit of private entities rather
than that of governmental bodies, the federal income tax exemption for
interest earned on such obligations has existed in the tax law since at
least the early 1930s. The exemption is aaéribable to the fact that
state and local governmental units and previous Congresses have felt
that "public" benefits are derived from facilities financed by IDBs,
whether they are industrial plants attracted to areas deemed by state

and local development authorities to need economic development or such
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facilities as convention halls, alrports, sewage disposal plants, or
pollution control apparatus. We do not object to such further reasonable
procedures as may be needed to ensure that municipalities consider IDB-
financed facilities to have sufficient "public" interest to enjoy

the benefits of exempt financing.

Conflicting objectives.--By the same token, we believe that if

there are adequate safeguards of the "public'" interest in so-called
"private" facilities to be financed by IDBs, then it is senseless to
superimpose on the IDB-financing process added requirements, such as
straight-line depreciation over extended recovery periods, that drain

off the benefits of exempt financing and render it an exercise in futility.
Also, there is a curious and possibly irreconcilable conflict of objectives
here because the Administration elsewhere proposes in its "new federalism"
initiative to yield a portion of the federal tax base to the states in
order to decentralize the responsibility for certain programs and,
additionally, would establish "enterprise zones" with special tax benefits
not unlike the practice of state and local Aevelopment authorities in
offering IDB financing for certain investments in selected areas. If
decentralization of decision making and economic development through
federal tax abatements are objectives of the Administration, then there
would seem to be some merit in continuing to use a mechanism that has

been in place for the last half century.

Unintended beneficiaries.--As to the criticism sometimes

leveled at IDB-financing concerning occasional, infrequent "off beat"
uses or unintended beneficiaries, we do not accept de facto repeal as an

appropriate remedy any more than we would prescribe amputation to deal
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with a superficial wound. The newly proposed public clearance and
commitment procedures would minimize these isolated occurrences, and we
do not think that other constraints would be necessary or warranted.
There has been some occasional discussion of restricting "small issue"
IDBs to "industrial" develg;menc—-from whence this form of financing
takes 1its name--by some definition, as distinguished from "commercial"
activity. As an organization mainly representing industrial enterprises,
MAPI does not object 1in principle to this proposal. On the other hand,
we could foresee difficulties in establishing and then administering
such a distinction, and to do so would remove an element of choice from
the decision on exempt financing that perhaps should be left at the
local level. If the Commiitee nonetheless feels that new "small issue"
IDB restrictions should be imposed, we would be less opposed to this
definitional restraint than to the debilitating proposals for straight-
iine depreciation.

"Small" versus "large'" companies.--Further concerning "small

issue" IDBs, we strongly object to Treasury's proposed differentiation
between "small" and "large" companies for purposes of eligibility. The
federal income tax law should not discriminate in this way where there

is no compelling policy rationale for treating similar situations differently.
In asserting that large companies can finance their operations without

resort to IDBs, Treasury seems to us to miss the point. The question is

not whether some category of companies can "afford" conventional--as
.compared to exempt--financing in an abstract sense. Rather, the question

is whether a particular investment will or will not be made by any



136

enterprise in a particular locality without the marginal reduction

in anticipated cosEE‘dérivéJ'ffam exempt financing. It stands to reason
that more capital spending will be justifiable with exempt financing

than otherwise--all other factors equal-~and that projects considered
uneconomic with conventional financing will not be undertaken by rational
decision makers in any enterprise. The only practical effect of limiting
"small issue' IDBs to 'small" businesses would be to force the curtailment
of some capital spending plans that normally would be approved.

Propriety of Further Speed-up in Corporate
Tax Payments Is Questionable

Treasury's proposal to speed up corporate tax payments has
three parts, as follows:

1. Required estimated tax payments would be increased from
80 percent to 90 percent of current year liability.

2. All remaining liability would have to be paid on the

ﬁlSthrday of the third month following the close of the
tax year rather than half on the 15th day of the third
month and half on the 15th day of the sixth month,

3, For large corporations (those with over $1 million of
taxable income in any of the three preceding years)
which bage their estimated tax payments on the prior
year income or liability, the minimum required payment
would be 85 percent of current year liability in 1985

and 90 percent in 1986 and thereafter.
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The first two proposals would be effective for tax years
beginning after December 31, 1982. The third proposal would be effective
for tax years beginning after December 31, 1984,

The float.--We do not feel that this speed~up of payments
should be pursued because corporate taxpayers, like others, are unable
to estimate their tax liabilities accurately prior to year-end and, even
then, heed the additional time currently allowed in which to gather infor-
mation and carry out computations for that purpose. Also, the third
proposal frankly strikes us as presumptuous in the wake of laQ enacted
six months ago to raise the minimum p;rcentage to 80 percent over a
three-year transition period. We acknowledge that Treasury never will
yieid in its attempts to squeeze the '"float" out of tax payments, but
we also know--as, we suspect, does Treasury--that unrealistic requirements
for the amount and timing of tax payments can only have the effect of
compelling overpayment to avoid penalties. Treasury already is 'stretch-
ing the fabric" more than it should with its "cash management" initiatives,
and we advise against any further undue pressure on taxpayers and with-
holding agents. In a nutshell, the Treasury Department has not made its
case and the new proposal represents overreaching. It should be rejected.

Perspective.--To put our opposition in perspective, we should
point out that most corporate tax payments come from entities that are
multi-establishment, multi-division, multistate, and/or multinational
enterprises. In organizations such as these--and perhaps even in "mom
and pop" stores, although the circumstances would be different--uncer-

tainties as to the total amount of current-year liability continue well
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beyond year-end, which accounts for the fact that remaining liability now
can be paid in two installments and corporate returns often are filed
with allowable extensions on the 15th day of the ninth month after year-
end. We emphasize that there are few, if any, parallels that can be drawn
between the circumstances of corporations such as these and individuals
with regpect to their abilities to estimate and pay tax liabilities
promptly after the close of their an;ual fiscal periods. Also, Treasury's
assertion that corporations can estimate their income "on a monthly
basish--impliedly with accuracy--simply is misleading.

Some facts.--It is not true~;hat corporafions can estimate
their taxable income with accuracy on a monthly basis, and any reference
to book income in this context is not germane. Estimated tax payments
are based on a host of projections backed by a myriad of assumptions,
and they are particularly uncertain early in the year. Even ags the year
progresses, changes in capital spending plans, fixed asset dispositions,
and other departures from earlier projections can alter the outlook as
it relates to final tax liability. Let us add that management changes-
of-direction having a direct bearing on tax liability for the year are
often made without any reference at all to the tax incidents. Contrary
to Treasury's assertion, for many corporations the '"remaining payments"
on March 15 and June 15 (assuming calendar year companies) are educated
guesses because of organizational complexity, geographical diversity,
and the mechanics of assembling data and preparing returns.

Other considerations.--We urge the Committee to recognize that

a corporation, especially a multi-establishmgnt one with international
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operations, needs time to compute its tax liability accurately. This

also helps to minimize problems arising on audit, hopefuliy a benefit to
IRS as well as the corporate taxpayer. It may be of some interest to

the Committee members to know that tax management personnel of corporations
often personally visit major reporting locations after year-end to review
planned submissions and try to avert errors that otherwise would require
extra attention on audit at a later date. Clearly, the time frame cannot
fairly be compressed in the way that Treasury has proposed.

Finally, Treasury indulges in excess when it proposes still
higher percentages for estimated taxes based on the brior year's liability.
Had Congress wished to make such a change when it enacted ERTA six months
ago and boosted the number to 80 percent, Congress would have done so at
that time.

To conclude on this subject, we have been advised by some of
our member companies that the cash maﬁagement changes alone would negate
all of the cash flow benefits they derived from ERTA.

Congress Should Reject Treasury Recommendations
on Interest and Dividend Withholding

As outlined by Treasury, a fiat rate tax of 5 percent would
be withheld from interest and dividend payments made to individuals in
generally the same manner that tax currently is withheld on wages.
Corporations and nontaxable individuals filing exemption certificates .
would be exempt from withholding. Taxpayers age 65 or older with tax
‘1iabilicy of $500 ($1,000 on a joint return) or less also would be

exempt from withholding. The proposal covers all payments of taxable

94-278 O—82-——10
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dividends and interest that now are subject to information reporting,

as well as payments on other obligations of a type generally offered to

the public. Interest paid by individuals would not be subject to with-
holding. The proposal would extend withholding to include payments without
a threshold dollar amount. Payees would attach copies of revised Forms
1099 showing income and withheld amounts to their tax returns, and they
could adjust estimated tax payments and\wage withholding to avoid over-
withholding.

Individuals would not be allowed partial exemptions from with-
holding for the $100/$200 dividend exclusion, or for the 15 percent net
interest exclusion effective after 1984. However, no withholding would
be required on interest paid on All Saver's Cercificateg, dividends
reinvested in public utilities' stock pursuant to a qualified Dividend
Reinvestment Plan, or interest paid on tax-exempt state and local bonds.

Opposition.--MAPI considers this proposal to be the most
thoroughly shopworn item in Treasury's inventory of proposed tax revisions.
Although interest was made subject to withholding--along with certain
other kinds of income not including dividends--by the Tariff Act of
1913, all withholding other than for some payments to foreigners was
repealed in 1917 in favor of information reporting and not reinstated
for wages until the Revenue Act of 1942 and Current Tax Payment Act of
1943, Thereafter, the subject of withholding on dividends and interest
has arisen with enough frequency to fill the public record with very
substantial evidence in opposition. The Committee will recognize that

this opposition is not offered without realization that there is some
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"leakage" in tax collection from dividends and interest. Nor, we might
add, do the opposing parties always represent types of payors who would
be unduly burdened by the proposals. The "flaw" in the idea is that the
total estimated costs do not seem to have a reasonable relationship to .
the anlicipated benefits.

Costs_and benefits.~-In referring to the total costs, we include
the paperwork burden of payors and taxpayers (including the elderly);
reduced cash flow to dividend and interest recipients, depending on the
design and use of exemption procedures; complications associated with
the withholding exemption procedures; questions of definition and coverage
as to dividends and interest; new regulations to cover withholding
procedures for many differing types $f payors and financial instruments;
identifying and segregating "covered" versué exempt persons; the failure
or inability to take account of the dividend or net interest exclusions;
and perhaps others. We cannot see that it would be useful to complicate
the tax law and the affairs of so many parties for the sake of gaining a
better timing of revenue flows to the government and a moderately iwproved
compliance experience. If the current information reporting is not as
comprehensive as Treasury would like, then perhaps it should be expanded.
Indeed, IRS has stated publicly that the information reporting program
i1s increasingly successful, and is achieving ever-higher percentages of
successful document-matching. We still believe that this is the least-
obtrusive approach to dealing with the taxation of interest and dividends.

In connection with the choice between extension of mandatory

withholding and improvement in the information reporting system, attention
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should be called to the proposed bill, "Taxpayer Compliance Improvement
Act of 1982" (S. 2198), introduced by Chairman Dole.

Taxpayer burden.--Whenever government raises this subject, it
extols the fairness of its proposal because of exemption procedures,
including withholding exemption certificate procedures. At the same
time, government surmises that such revenues as it may be losing may be
largely attributable to inadvertence on the part of low-income taxpayers
who cannot economically be pursued by IRS on audit. We do not know
whether this is the case or not, but marginal taxpayers receiving interest
and dividend payments would seem to us to be the ones for whom exemption
procedures would be most necessary. Yet low-income individuals--includ-
ing the elderly-~are the persons most oppressed by the complexities of
the existing tax apparatus, and they would find the exemption procedures
difficult to use. In imposing withholding, Congress would, in our opinion,
put many persons who would qualify for exemption in a position of over-
paying their taxes, because they could not or simply would not avail
themselves of the exemption arrangement. Just as government finds it
cost-ineffective to pursue small accounts, so too would payors and many
marginal taxpayers find it onerous to live with these new procedures.

Information reporting.--Inasmuch as the Committee will be

hearing much more about this from payors and dividend and interest
recipients, we will conclude our remarks by recommending that the
withholding proposal be dropped. It is an idea whose time has not
come, and information reporting still is the wéy to go.

* * *

MAPI takes no position at this time on other proposed tax
revisions of the Administration, including such matters as modified
coinsurance; increases in Internal Revenue Service (IRS) personnel;
enterprise zones; user taxes; passport and visa fees; changes in the
railroad retirement system; the highway trust fund taxes; hospital
insurance taxes for federal civilian employees; and the 'new federalism"
proposal.

The Institute appreciates having the opportunity to appear
before the distinguished Senate Committee on Finance to present views

with respect to the tax proposals in the Administration's budget.

.
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APPENDIX A

MAPI Statement to the
Senate Committee on Finance

March 19, 1982

Detailed Comments on the Regulatory Proposal Affecting
Completed-Contract Method Accounting

Treasury is of the view that more indirect costs, now allowed
under Regs. 1.451-3(d)(iii) to be treated as period items deductible
when incurred, should instead be attributed to contracts and matched
against income at the time of contract completion., The proposed cost
requirements would be the same for long-term contracts whether accounted
for by the CCM,~an inventory method, or the PPM. The costs that would
be removed from the existing list of period items appear to be the
following: ‘

1. Marketing, selling, and advertising expenses that bear

some undefined relationship to contracts.

2. Bidding expenses incurred in the solicitation of contracts
awarded to the taxpayer.

3. '"Other distribution expenses.'

4, Interest.

5. General and administrative (G&A) expenses attributable to

the performance of services that benefit the long-term

contractor's activities as a whole.

6. Research and experimental (R&E) expenses that are directly
attributable to particular contra?ts in existence at the

time such expenses are incurred or incurred under any

agreement to perform such R&E,
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7. Percentage depletion in excess of cost depletion.

8. Depreciation and amortization (other than for idle equipment
and facilities) reported for federal income tax purposes in
excess of that reported for financial purposes.

9. Pension and profit-sharing contributions representing current
service costs otherwise deductible under Section 404, and
other employee benefits incurred on behalf of labor.

10. Costs attributable to rework labor, scrap, and spoilage.

11. Compensation paid to officers attributable to the performance
of services which benefit the long-term contractor's
activities as a whole.

Tampering.--Treasury would tamper here with most period costs
allowed by the existing regulations, and reduce the list of eligible
items in a manner that is arbitrary. Evidently, the government has been
attracted to a concept of "full absorption' wherein almost every expenditure
of an enterprise is allocated to a contract or product whether accounting
conventions exist to support delayed cost recognition or not. We
sense that Treasury 1s following a "rule of convenience" under which
accounting orthodoxy is cited where it conforms to a preconceived notion
about revenue collection but is eschewed where it is not conducive to
the desired result. We have critical comments with respect to several
of the cost categories thgt Treasury would attribute to contracts,
because we do not agree that they were classified improperly by Treasury

Decision 7397 of January 14, 1976. For present purposes, we will mention
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only several of the cost classifications, inasmuch as we oppose the PPM
}egislation generally and expect to have the opportunity to comment at
length on the same matéer in the regulatory proceeding.

Marketing.--First, we anticipate that there would be increased
administrative burden and endless disagreement in deciding whether
marketing, selling, and advertising expenses are attributable to par-
ticular contracts. For example, marketing personnel incur costs con-
stantly, often without knowing whether, when, or to what extent their
efforts will yield contracts of any duration, long-term or short-term,
and the cost accounting systems of enterprises normally do not make such
discriminations. Because of the nature and purpose of these and many
other indirect costs, reasonable minds would disagree on the questions
of amount and attribution. Along the same lines, most companies do not
now treat any of these amounts as contract or product costs, and a
number frankly have described the proposed reclassifications as "unwork-
able." As to bidding expenses, large expenditures can be made in this
area over a span of months or years with no reason to know at the time
of cost incurrence whether a contract will result or not. We question
the propriety of delaying recognition as to any of these amounts until
contract award. Also, because of the uncertainty that they will ever
give rise to income, we belleve that all such costs should be deductible
as 1incurred.

G&A.~-Concerning G&A that benefits all activities, including
officers' compensation, the absence of a direct causal or beneficial

relationship is the very reason why period costing should be permitted.
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One may argue that nearly every cost has some relationship--however
tenuous--to a contract, product, or service, but proper accounting does
not contemplate a delayed recognition éf overhead expenses incurred for
the business as a whole. Contrary to Treasury's proposal, there is a
point beyond which "fuller" cost absorption in inventories or contracts
is poor accounting for tax as well as financial purposes and does not
yleld a clear reflection of income pursuant to Code Section 446. We
doubt that financial reports prepared in accordance with the proposals
would be approved by independent accountants because of the heavy
indirect cost deferrals, and the accountants' judgment regarding '"clear
reflection” on this score would be no less appropriate for tax than for
financial purposes. Sound accounting is not a function of how quickly
the government collects revenues.

Interest.~-To continue, "interest" is a cost of financing, and
has been acknowledged to be a period cost for almost as long as double-
entry bookkeeping has existed. Efforts to trace the cost to a cost
objective, in view of the fungibility of money, are likely to be awkward
or arbitrary, and there are few instances where capitalization of interest
has been ruled appropriate or tracing has been attempted. One of these
instances is FASB\Statement No. 34, which has attracted criticism from
wany industrial accountants who think it preferable to expense all
interest for financial as well as tax accounting purposes. Another
aberration would be the provisions of Regs. 1.861-8--also controversial--
which attempt to allocate and apportion certain U.S.-source interest

against foreign-source income for foreign tax credit limitation purposes.
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The Committee also will recall that Code Section 163 treats interest as
a deduction, and may wish to consider whether a contract-attribution
approach to interest would compromise that policy. Finally, we would
point out that interest on operating capital is not an allowable expense
for cost reimbursement in defense procurement, and that delayed tax
recognition would aggravate this inequity. -

Depreciation.--Without covering each oé the costs that would
be shifted by Treasury, we will conclude for now on depreciation and
amortization reported for tax purposes that is in excess of such amounts
per books, In attributing this amount to a long-term contract and
delaying recognition, Treasury would nullify to an extent the tax
benefits just conferred by Congress in the Accelerated Cost Recovery
System (ACRS). This type of equivocation and contradiction in tax
policy is disturbing and reinforces the conclusion sometimes drawn in
the private sector that federal ilncome tax policy--including so-called
"incentives" given with one hand and taken away by the other-~are too
unreliable to inéorporate in decision making. We disagree with the
Treasury proposal and deal with this same subject in connection with
the corporate alternative minimum tax.

Change-orders.--Moving to other regulatory proposals, we note
that Regs. 1.451-3(e) would be amended in several ways, one of which
would specify that if an agreement is amended (as by the exercise of an
option or the issuance of a 'change order") to increase the number of

items to be supplied under the agreement, such modifications shall be

treated as a separate contract or as several separate contracts. As
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indicated earlier, we have no quarrel with reasonable rules of ''sev-

erability" and “completion,” and feel that the question should be settled
by such regulatory amendment as may be warranted toward that end.

Although we were unaware of flaws in the existing rules, we agree that
contracts should not remain "open" indefinitely. As to the proposal

just mentioned, options-~to-extend and change-orders are quite different
because the latter can significantly alter the economics of transactions,
with the result that severability requirements in that context should

not be rigid. Also, we do not agree that a contract should be considered
"complete' without regard to any obligation of the contractor to supervise
installation or assembly if final acceptan;e is dependent upon such

actions and demonstrations of performance in accordance with specifications.

Senator CHAFEE. Senator Symms.

Senator Symms. Thank you very much, Mr. Chairman. Thank
you, Mr. Stewart, for your statement. I have no questions, Mr.
Chairman.

Senator CHAFEE. Thank you very much, Mr. Stewart. We will
read over your testimony and appreciate your coming a great deal.

Mr. STEWART. Thank you.

Senator CHAFEE. Now the next panel is all set to go. But Senator
Dole wanted to be here. He had some major interest in that panel,
so we will take that panel after the last. The last shall be first.

Mr. Perlman, Mr. Cherecwich, and Mr. Christrup. So, gentlemen,
if you will come up. And this panel has 20 minutes.

STATEMENT OF ROBERT PERLMAN, SEMICONDUCTOR INDUSTRY
ASSOCIA